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stockholders 


Handle expenses, fractional shares, escrows, 


in reorganization with great care 


by STANLEY I. RUBENFELD 


Because the IRS is meticulous in requiring factional shares, reorganization and 


liquidation expenses, escrow agreements, etc. to comply exactly with the statutory 


requirements for a tax-free exchange, practitioners handling these details have 


to turn very square corners indeed. Mr. Rubenfeld analyzes the IRS position as 


revealed by its rulings and discusses practical techniques that have been worked 


out 


free status of the reorganization. 


‘Gera there will be no problem 
if the acquiring corporation in a 
Statutory merger or consolidation under 
Section 368(a)(1)(A) pays reorganization 
expenses of the absorbed corporation; 
it succeeds to the liabilities of the dis- 
appearing corporation by operation of 
law. However, in an acquisition of as- 
sets, or practical merger under Section 
368(a)(1) (C) the payment of the reor- 
ganization expenses of the transfer cor- 
poration by the acquiring corporation 
may jeopardize the tax-free status of 
the reorganization. In Helvering v. 
Scuthwest Consolidated Corp. (315 U.S. 
194 (1942)) the Supreme Court held that 
in an asset acquisition the payment by 
the acquiring corporation in anything 
other than its own voting stock would 
render the acquisition taxable. There 
the acquiring corporation had made a 
payment to dissenting bondholders of 
the transferor corporation. Subsequently, 
the Tax Court in Alcazar Hotel Co. 
(1 TC 872 (1943) (Acq.)) and Claridge 
Apartment Company (1 TC 163 (1942) 
(Acq.)) held that the payment of re- 
organization expenses by the acquiring 
corporation would not disqualify the 
tax-free status of an asset reorganization. 
However, both cases involved insolvency 
reorganizations under Section 77(b) of 
the Bankruptcy Act and the Tax Court 
in Claridge Apartment noted that the 
acquiring corporation the only 
source from which the reorganization 


was 


expenses might be paid. 


to settle these bothersome but important details without imperiling the tax- 


Despite the Commissioner’s acquies- 
cense in the decisions in Alcazar Hotel 
Co., and Claridge Apartment Company, 
it is understood that the Treasury will 
not issue a favorable ruling on “C” 
ganizations where the acquiring cor- 


reor- 


poration pays or assumes reorganiza- 
expenses of the 
transferor corporation. In view of the 
Treasury's techniques 
been developed to handle the problem 
of payment of reorganization expenses, 


tion or liquidation 


position, have 


including payment of dissenting share- 
holders of the transferor corporation. 
One frequently used technique is to 
have the transferor corporation reserve 
a cash fund of sufficient amount to pay 
reorganization expenses, including buy- 
ing out of dissenting shareholders. After 
a period of time has elapsed, any cash 
remaining in the reserved fund is trans- 
ferred to the acquiring corporation. 
When this technique is used care must 
be taken that the reserved fund is not 
large amount that the transfer 
of assets will not qualify as a transfer 
of “substantially all” of the assets of 
the transferor corporation, within the 
meaning of Section 369(a)(1)(C). The 
“substantially all” requirement should 
be satisfied if a cash fund not in excess 
of 10% of net assets is reserved to pay 
reorganization cxpenses including pay- 
ments to dissenting shareholders. 
Sometimes it may not be _ possible 
because of certain corporate require- 
ments to have the transferor -corpora- 


such a 


tion reserve a cash fund to pay reor- 
ganization expenses. In such case the 
solely-for-voting-stock requirement can 
be satisfied if the transferor segregates 


‘a cash fund, transfers it to the acquir- 


ing corporation and the acquiring cor- 
poration pays reorganization expenses 
out of this fund.! It is understood that 
the Treasury has indicated it would 
approve this technique where under 
applicable regulatory laws dissenting 
shareholders of the transferor corpora- 
tion had to be paid by the acquiring 
corporation. It may also be possible for 
the acquiring corporation to issue stock 
to the transferor corporation and have 
the transferor sell such stock to pay 
for its reorganization expenses. Alter- 
natively, the acquiring corporation 
might issue its stock directly to pay 
reorganization expenses which arise in 
carrying out the transaction.” 

The same requirements should apply 
where a stock acquisition pursuant to 
Section 368 (a)(1)(B) is involved; the 
acquiring corporation may not pay the 
expenses of the selling shareholders.’ 
One exception to this rule is that the 
acquiring corporation pay the 
Federal Documentary Stamp Taxes of 
the The reason 
for this is that under Section 4384 both 
the seller and purchaser are jointly lia- 
ble for the payment of stamp taxes. 
Although _ the 
may not pay 
penses of the selling shareholders, there 
would appear to be no reason why the 
selling shareholders’ corporation may 


may 


selling shareholders. 


acquiring corporation 


the reorganization ex- 


not pay such expenses without affecting 
the tax-free status of the reorganization.‘ 
However, the payment of such expenses 
by the corporation might be deemed to 
result in a dividend to the selling stock- 
holders. 

Frequently in corporate reorganiza- 
tions the exchange of stock involves 
fractional interests. The receipt of such 
fractional interests is 
“boot” and accordingly does not affect 


1See Westfir Lumber Co., 7 TC 1014 (1946) 
(Acq.); Roosevelt Hotel Co., 18 TC 399 (1949) 
(Acq.); Southland Ice Co., 5 TC 842 (1945) 
(Acq.). 

2 A very limited exception to the rule that the ac- 
quiring corporation may not pay reorganization 
expenses of the transferor is provided by Code 
Section 368(a) (2) (B). 

8In Howard, 238 F.2d 943 (CA-7, 1956) it was 
held that in a “B” reorganization if 80% of the 
stock was acquired for voting stock and the re- 
maining 20% for cash, the stock for stock ex- 
change was non-taxable. If the reasoning of this 
ease were followed, then reorganization expenses 
could be paid by the acquiring corporation. How- 
ever, the Treasury disagrees with the case and its 
precedence value is doubtful. 

4 Cf. Rev. Rul. 56-184. 
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the tax-free status of an “A”, “B” or “C” 
reorganization. Similarly, the distribu- 
tion of scrip in lieu of fractional shares 
will not be considered boot in an “A”, 
“B” or “C” reorganization.5 

Often it is desirable to avoid the dis- 
tribution of fractional shares, and this 
is usually done by making arrangements 
whereby any stockholder entitled to a 
fractional interest may purchase a further 
fractional interest sufficient to make up 
full share fractional 
interest. It is understood that on numer- 
ous occasions in private rulings the 
Treasury has held that the use of this 
technique will not result in the receipt 
of boot or otherwise disqualify the tax- 
we. I Gas Bee 
organization. The theory is that a share- 
holder who receives cash 


one or sell such 


free status of an 


for his frac- 
tional share is considered to have actual- 
ly received such fractional interest and 
then sold it for his own account. Upon 
the sale of a fractional interest the sell- 
ing stockholder will realize gain or loss 
measured by the difference between the 
of cash received and the 
cost basis of his fractional 


amount al- 


located in- 
terest. Where the sale of the stock sur- 
rendered would result in capital gain 
the fractional in- 


terest will also result in capital gain or 


or loss, sale of the 
loss. If an additional fractional interest 
is purchased the allocated basis of the 
fractional interest in- 
creased by the amount paid for the 


received will be 


additional fractional interest. 

shares are not 
is distributed to 
shareholders in lieu of fractional shares. 


Sometimes fractional 
distributed and cash 
Where shareholders receive cash in lieu 
of fractional shares in a statutory merger 
the status of 
the reorganization will not be affected 
but the receipt of such cash will be 
deemed to be “boot.’® Subject to the 


or consolidation tax-free 


necessity for sufficient corporate earn- 
ings and profits, such boot will be 


treated by the Treasury as a dividend.7 
Che receipt of cash in lieu of fractional 


Rev. Rul. 55-59. 

Rev. Rul. 220, 156-1 CB 191. 

Rev. Rul. 220, supra. 
* Rev. Rul. 56-345. 

'Cf. Helvering v. Southwest Consolidated Corpo- 
ration, 315 U.S. 194 (1942). 

10 McAbee, 5 TC 1130 (1945) (Acq.). 

Rev. Rul. 57-586, 1957-2 CB 249. 

“Such dividends would not be taxable until the 
termination of the escrow. Chaplin, 136 F.2d 298 
(CA-9, 1943). 

“One distinction the Treasury may rely on is 
that where a lump sum payment is made at the 
termination of the escrow the corporation has had 
the use of the money during the escrow period. 
This would not be the case if periodic dividend 
payments had been made. 


shares will also be boot in “B” and “C” 
reorganizations.8 The presence of such 
boot in “B” and “C” reorganizations 
may have the effect of destroying the 
tax-free status of the reorganization 
since the acquiring corporation may 
only pay voting stock as consideration 
for the stock or assets which it acquires.® 
An argument might be made that in “A” 
and “C” reorganizations where the sell- 
ing stockholders have voted to approve 
the reorganization the stockholders have 
in effect elected to sell their fractional 
interests. This argument can be made 
most cogently where the acquiring cor- 
poration actually sells the fractional 
interests and distributes the cash pro- 
the stockholders of 
quired corporation. 


ceeds to the ac- 


Escrow of stock 

Frequently the purchaser of assets or 
stock in a reorganization will require 
the seller to place a portion of the stock 
received from the purchaser in escrow 


to satisfy liabilities which may arise 
from litigation, tax claims or other 
contingent or undisclosed liabilities. 


The mere escrow of stock should not af- 
fect the tax-free status of the reorgani- 
zation.!9 However, a problem has arisen 
where the shareholders of a corporation 
that was absorbed in a statutory merger 
received negotiable certificates of con- 
tingent interest which represented the 
right to additional shares of stock of the 
this 
situation is very similar to an escrow 
of stock, the Treasury held that the 
certificates of contingent interest con- 
stituted boot, the value of which was 
a dividend.1! In Carlberg, (281 F.2d 507 
(CA-8, 1960)) the court on identical facts 
held that the receipt of the certificates 
of contingent interest represented ‘“‘se- 
curities’” and hence did 
boot. Although the case and the ruling 


acquiring Although 


corporation. 


not constitute 


involved a statutory merger, the ruling 
presents a substantial problem for those 
taxpayers that desire to use a similar 
arrangement in a “B” or “C” reorganiza- 
the 
take the position that the receipt of 


tion. Presumably Treasury would 
certificates of contingent interest would 
render these reorganizations taxable 
since with very limited exceptions no 
both can ee 
On) “NG, Possibly the 
Treasury would not take the same posi- 
the certificates were 
ferable. In such case there would seem 
to be very little basis for distinguishing 


between the contractual rights to the 


be received in either a 


reorganization. 


tion if non-trans- 


Corporations + 67 


[Stanley I. Rubenfeld is associated with 
the law firm of Shearman & Sterling, in 
New York.]} 





escrowed stock and the non-transferable 
certificates of contingent interest; in 
substance the taxpayer will have noth- 
ing more to his contractual rights to the 
escrowed stock. 

Ordinarily when the. selling corpora- 
tion or selling shareholders place stock 
they receive in escrow, dividends de- 
clared are paid to them just as if they 
owned the stock and this arrangement 
does not tax-free status of 
the The result 
should follow if dividends are retained 


affect the 
reorganization. same 
in escrow and paid to the ultimate re- 
cipient of the stock.12 A somewhat more 
difficult problem arises if after termina- 
tion of the escrow an amount is paid 
to the sellers in lieu of dividends but 
equal in amount to the dividends which 
would otherwise have been paid. Al- 
though the economic result to the re- 
cipient of this payment is substantially 
the same as if he had received periodic 
dividend payments, the Treasury may 
consider such a payment boot.!8 


Conclusion 

The present position of the Treasury 
and to a certain extent existing case 
law places too great an emphasis on the 
form of the transactions involving frac- 
tional shares and reorganization § ex- 
penses instead of the substance of what 
occurs. There is no substantial differ- 
ence whether an acquiring corporation 
the 


selling corporation out of its own funds 


pays reorganization expenses of 


or out of the funds of the transferor 
which are segregated and transferred to 
the acquiring corporation, yet the tax- 
free status of the reorganization may de- 
pend upon the latter procedure being 
adopted. It is submitted that either pro- 
cedure should not affect the tax status 
of a reorganization and in any event 
tax free 
where the acquiring corporation uses 


a reorganization should be 
au amount of its funds for reorganiza- 


tion expenses which does not exceed 
the cash received by it from the trans- 
feror corporation. 

It would be an extreme position in- 
deed to hold that a reorganization was 
had 


of fractional 


taxable because cash been  dis- 


tributed in lieu shares. 
Yet based on published revenue rulings 
that this is the 
position of the Treasury with respect to 


“B” and “C” reorganizations. For pur- 


it is a fair inference 
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poses of taxation of fractional shares an 


affirmative vote of shareholders for a 
plan of distribution of cash in lieu of 
fractional shares should be considered 
as an election by all shareholders to have 
the acquiring corporation sell their frac- 


tional shares. In such case the fractional 
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shares should be treated as if they had 
been received and then sold by the share- 
holders. Such treatment would remove 


present uncertainties which exist with — 


respect to the distribution of fractional 
shares in corporate reorganizations with- 
out any substantial revenue loss. a 


Could a corporation pay cash dividends 


to small holders, stock to larger? 


A‘ TILITIES expert suggests that corpo- 
rations can pay either cash or stock 
dividends on a single class of stock and 
have the stock dividends nontaxable. He 
would do it by gearing the type of divi- 
dend to the number of shares the stock- 
holder has. The plan was outlined by 
Willard F. Stanley, president of Corpo- 
article in the 
Utilities Fortnightly April 27, 


rate Services Inc., in 
Public 


1961. Though the article was particular- 


an 


ly concerned with the problem of pub- 
licly held utilities, the principles on 


which it is based are not limited to 
utilities or to publicly held companies. 

Mr. Stanley points out that small in- 
vestors who want regular cash income 
find the receipt of stock dividends a con- 
the stock 


dividends is bothersome and has the ad- 


siderable nuisance; sale of 
ditional effect of depressing the market 


and diluting the investment. Back in 


1950, Mr. Stanley says, he developed 
a plan involving two classes of common 
stock, on one of which only cash divi- 


dends would be paid, while the other 
received dividends entirely in stock. The 
stocks were to be interconvertible. After 
long consideration, the Treasury, in the 
light of the law as it then stood, refused 
to clear the plan with respect to non- 


taxability of the stock dividends. 


Citizens Utilities plan 

In 1955 a similar plan was announced, 
independently and without knowledge 
of the earlier one, by Citizens Utilities 
Company.! This time the Treasury ap- 
proved of the plan, the law having been 
changed in the meantime, and issued a 
favorable ruling to the company. But 
shortly thereafter the Treasury 


an- 
nounced a proposed regulation which 
would make stock dividends issued under 
such a two-class stock plan taxable.? The 
Treasury, in accordance with usual cus- 
tom, asked for comments from industry 


and held a hearing. But a number of 


1 [See 4 JTAX 312, May 1956.—Ed.] 
2 [See 5 JTAX 178, Sept. 1956.—Ed.] 





years have now passed and the regula- 
tion has never been adopted or with- 
drawn. 

By pigeonholing it, the Treasury has 
deterred other companies from adopting 
similar plans, and at the same time has 
avoided a legal test case, there being no 
regulation to attack, since it is still pend- 
ing. Meanwhile, the Citizens plan goes 
on unmolested (so far as known to the 
writer) and in view of the special favor- 
able ruling which that company re- 
ceived, it seems likely that the new regu- 
lation, if adopted, will not affect the 
Citizens plan, except possibly as to the 
period after the regulation is promul- 
gated. 

Nothing now prevents other utilities 
from adopting a plan similar to Citizens, 
but there is the possible danger that the 
Treasury might, soon thereafter, adopt 
the prohibitory regulation, which would 
make the new plan abortive. Under 
these circumstances it seems unlikely 
that take the 
proceeding with such a plan and run- 


utilities will chance of 
ning the risk of having it promptly in- 
validated, remote though the latter risk 
may be. 

Another possible solution, which has 
been developed by the writer and which, 
so far as he knows, has not previously 
been employed, would be to gear the 
type of dividend to be paid to each 
stockholder to the 
such stockholder, according to the com- 


stock holdings of 
pany’s stock records. 

Since it is logically to be expected that 
the wealthy holders in high-income tax 
brackets will wish stock dividends and 
the holders with 


greater number of 


and lower taxes will 
the 


might set some fixed number of shares 


smaller incomes 


prefer cash dividends, company 


which would determine whether the 
dividends paid were to be in cash or 
stock. Suppose this number of shares 
300, with a 
sumed average price of around $33 per 


share. This would indicate a $10,000 in- 


were’ fixed at present as- 


vestment as the dividing line, probably 
not too far from today’s average. On this 
basis, holders of 300 shares or more 
would receive stock dividends and 
holders of less shares would get cash 
dividends. There would be no option to 
the stockholders, since the kind of divi- 
dend would be based on their holdings 
and not their desires. In order to change 
the type of dividend received, stock- 
holders would have either to sell or pur- 
chase stock and thus change their in- 
vestment position in the company. 
The writer believes that the proposed 
gearing of dividends to stock holdings 
should be feasible without making the 
stock dividends taxable. The present 
“overhanging” proposed regulation of 
the Treasury regarding two-class com- 
mon stock plans should not apply, even 
if adopted, to a plan providing for types 
of dividends geared to stock holdings. 
It might be preferable to leave the 
number of shares to form the dividing 
line between cash and stock dividends 
flexible by providing, in the charter 
amendment which would create the new 
type of dual dividend stock, that the 
number of shares determining the kind 
of dividend should be fixed annually by 
the board of directors and would apply 
to four quarterly dividend payments. 
This the 


changing the charter again if the price 


would avoid necessity for 
of the stock were to be changed radical- 
ly, either upward or downward. A two- 
for-one split, for instance, would make 
it necessary to double the number of 
shares of holdings which would receive 
stock 


dends would become payable to a large 


dividends; otherwise, such divi- 


number of stockholders with relatively 
small investments (perhaps as low as 
$5,000) who, presumably, would not de- 
sire this type of distribution. . 


44,000 small businesses 
elect Subchapter S 


SMALL BUSINES$ CORPORATIONS electing 
not to be taxed as corporations filed 
under the 
Technical Act of 1958. 
TIR 368 44,000 firms 
filed Form 1120-S, reporting assets of $4.6 


returns for the first time 
Amendments 
announces that 
billion, total receipts of $11.6 billion, 
and net income of $89 million. IR 368 
also shows that the corporate assets re- 
ported on 1958 income tax returns hit 
a new high of more than one trillion 
dollars, but corporate net income before 
tax was the lowest point reported since 
the year 1954. w 
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New corporate decisions this month. 


Dividend by subsidiary before sale of 
its stock by parent not part of purchase 
price. The stock of taxpayer’s wholly 
owned subsidiary was soid to a corpo- 
j ration which for its own tax reasons, 
} wanted the subsidiary to pay taxpayer 
ha dividend before the sale closed. The 


yj offer to buy permitted, but did not re- 
B quire, the dividend. The purchase price 


was in effect increased to the extent that 
$180,000 


but the increase was limited to $64,000. 


the dividend was less than 
The Tax Court holds the payment was 
a dividend and not part of the purchase 
price. The buyer would not purchase 
the subsidiary’s accumulated surplus and 
would not pay more than a stated figure. 
If taxpayer wanted the extra money, it 
had no choice but to have its subsidiary 
pay the dividend. One dissent. Steel Im- 
provement and Forge Co., 36 TC No. 
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Loans by stockholders were debt, not 
capital. ‘Taxpayer was organized to buy 
conditional sales contracts from an auto 

interests. It 
that taxpayer 
would resell the paper to a bank. How- 


dealer owned by related 
was originally intended 
ever, the bank’s credit policies were so 
stringent that sales were being lost. It 
that 
would retain the contracts. To supply 
the 


was therefore decided 


taxpayer 


funds, members of stockholding 
family advanced money, and taxpayer 
issued its promissory notes. The Com- 
that the 
represented capital and that repayments 
The 
finds the loans should be treated as such 
The 
security for the notes. The stockholders 


missioner contended notes 


were taxable as dividends. court 


se 


for tax purposes. contracts were 
merely advanced money to the corpo- 
ration on the same terms as would the 
bank. The repayments were not divi- 
dends. Jaeger Auto Finance Co., DC 


Wisc., 3/14/61. 


————————ee CO 


$500,000 note to principal stockholder a 


true indebtedness; interest deduction 
allowed. A deduction is allowed a corpo- 
ration for interest paid on a $500,000 


registered corporate note held by a con- 


a 


trolling stockholder. The note was the 
transaction 
without any element of tax avoidance. 
Subordination of the note to bank loans 


— 


result of an arm’s length 


—— 








was required, not by the ordinary busi- 
ness of operations of the corporation, 
but by the expansion program upon 
which it embarked. Bulkley Dunton & 
Co., Inc., TCM 1961-133. 


Corporate promissory note represents 
bona fide debtor-creditor relationship. 
In 1953 a corporation issued a promis- 
sory note for $47,800 to taxpayer in con- 
sideration for the transfer to it of assets 
which taxpayer and his son had pur- 
chased from a predecessor partnership. 
The corporation had capital stock of 
$2,000 owned in equal amounts by tax- 
payer’s son and a friend. In 1956 the 
corporation paid taxpayer $10,000 on 
the note which the Commissioner treated 
as a corporate dividend. From a con- 
sideration of all the facts the court con- 
that 
actual debt of the corporation to tax- 
that the 
what it appeared to be on its face, and 


cludes the note represented an 


payer; note was in substance 
that the payment by the corporation of 
$10,000 to taxpayer in 1956 constituted 
a partial retirement of an actual note 
indebtedness and was not income 


taxpayer. McGah, TCM 1961-157. 


to 


Withdrawals from family corporation 
treated as dividends, 
payer and his family were in complete 


not loans. Tax- 
control of a corporation that had a 
large amount of cash in its bank ac- 
count, apparently far in excess of its 
needs. Because of litigation then pend- 
ing involving ownership of some of the 
stock, dividends could not be declared. 
Taxpayer and his family, however, with- 
drew large sums from the corporation 
the of 
other corporations in which they were 


for their own use and for use 


interested, without any of the usual 


formalities followed in making bona 


fide loans. Under the circumstances, the 
held, and the Seventh Cir- 
cuit court affirmed, the withdrawals were 


Tax Court 


not loans but dividends. Spheeris, cert. 
den., 6/5/61. 


Stockholder loan is business debt. The 
taxpayer had for many years been en- 
gaged in the business of carrying on 
activities connected with the aviation 
industry. Most of those activities were 
carried on through wholly-owned corpo- 
rations. During the years 1951 to 1956, 


taxpayer caused five corporations to be 
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IRS CHIEF COUNSEL NAMED 
Crane C. Hauser has just been ap- 
pointed chief counsel of the IRS. He 
will Assistant General 
Counsel of the Treasury Department. 
He is a member of the law firm of 
Winston, Strawn, Smith & Patterson, 
Chicago. He is 38 years old, and has 
a J.D. from Northwestern University. 


also be an 











formed, including Waynick, Inc. to 
which taxpayer advanced $205,000 of 
which only $3,600 was repaid leaving a 
balance of $201,400. The taxpayer de- 
ducted this as a business bad debt. The 
Court of Claims allows the deduction, 
“was a 
myriad of activities, all directly con- 


saying that taxpayer’s business 


nected with aviation.” He was involved, 
not merely as an investor, but he worked 
in them, made important decisions in 
them, and put up money to enable them 
to operate. The opinion says: ‘““What the 
Government urges, as we see it, is that if 
one embodies his business in the corpo- 
rate forms, he may, in fact, spend his 
days in overalls working at a bench in 
his factory, but in law he will be re- 
garded as engaged only in cashing divi- 
dend checks and clipping coupons.” 
The dissent argues that the majority 
opinion fails to recognize the distinc- 
between activities carried in- 


tion on 


dividually and activities carried on 
through the instrumentalities of several 
corporations, the latter being in the eyes 
of the law, separate and distinct persons. 


Maytag, Ct. Cls., 5/3/61. 


Advances to corporation held to be con- 
tributions to capital. [Certiorari denied] 
Taxpayer purchased a controlling in- 
terest in a corporation that owned the 
Ad- 


vances by taxpayer to the corporation 


patents on twin parking meters. 


over the years to enable it to meet its 
operating needs were found on the 
facts to have been capital in nature 
rather than loans. Accordingly, the de- 
duction for worthlessness of taxpayer's 
the Tax Court held, 
governed by the provisions relating to 


investment was, 
capital assets rather than by the bad 
debt provisions. The 2d Circuit Court 
affirmed. American-LaFrance-Foamite 
Corp., cert. den., 4/17/61. 


DIVIDEND TROUBLES 
Payment for alleged leasehold services 


merely a distribution of corporate 
profits. A corporation set up on its books 
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an account in the amount of $468,000 
due to stockholders as ‘‘deferred lease- 
hold expenses” and amortized a pro- 
portionate part of this account as part 
of its leasehold expense deduction. The 
court denies the amortization deduction 
concluding that the liability was created 
merely to distribute corporate funds to 
those who controlled its affairs, in pro- 
portion to their corporate interests, and 
was never intended as bona fide pay- 
ment for leasehold services. 
TCM 1961-135. 


Wilson, 


Steps toward redemption of stock of 
controlling shareholder not essentially 
equivalent to dividend. Decedent had 
left his one-half of the stock of a closely- 
held corporation to a testamentary trust. 
The the 
opinion that the trust should not have 
its funds tried up in a small corporation 
with untested management 
when the purpose of the trust was to 
provide income to the widow. After ex- 
tended negotiations, a plan for the pur- 
chase of the trust’s shares was adopted. 


Corporate Trustee was of 


new and 


The first step was the redemption and 
of one-third of the out- 
standing stock of the corporation pro 
rata among the three shareholders. The 
second step was the sale of one-half of 
the remaining shares held by the trust 
to members of the family of the other 
shareholders; and the third step 
templated the sale of the remaining 


cancellation 


con- 


shares as soon as the monetary resources 
of the other stockholders would enable 
them to complete the purchase. The 
Government that the first 
step, a pro rata redemption among the 
three 


contended 


stockholders, 
The of Claims holds 
that the transaction, viewed as a whole, 


was taxable as a 


dividend. Court 
will mean that the corporation has new 
owners and new management upon com- 
pletion of all three steps, and therefore, 
not essentially equivalent to a dividend. 
Bains, Ct. Cls., 5 3/61. 


Distribution by corporation to purchas- 
ing shareholder is dividend; no estoppel. 
‘Taxpayer was a corporation wholly 
owned by an individual who had ob- 
tained an option to buy the stock of 
another corporation. He then borrowed 
a large sum in the name of that corpo- 
ration, it received the money; and dis- 
tributed it to taxpayer. Taxpayer used 
that money to pay the owners of the 
first corporation for their stock. The 
Commissioner at first treated the distri- 


bution of the loan proceeds to taxpayer 


August 1961 


as a loan, reallocated the interest deduc- 
tion between the corporations involved, 
and asserted and collected additional 
taxes from the individual as a transferee 
since the taxpayer corporation had been 
dissolved. The Commissioner now con- 
tends that the distribution to taxpayer 
was a taxable dividend and asserts liabil- 
ity against taxpayers as transferees. The 
court agrees, finding (1) that the distri- 
bution is a taxable dividend, notwith- 
standing that technically the taxpayer 
did not own stock of the distributing 
corporation at the time of the distribu- 
tion; (2) that there is no estoppel, laches, 
or election against the Commissioner, 
rejecting taxpayers’ argument that the 
Commissioner, by treating the trans- 
action as a loan and collecting taxes on 
that basis, could not now change his 
theory; and (3) that interest is to be 
charged against taxpayers from the date 
they received the assets, providing they 
had notice of the debtor-creditor rela- 
tionship between themselves and the 
Government at that time. Saigh, 36 TC 
No. 40. 


Furnishing of automobiles to stock- 
holders is a dividend. A corporation 
could not deduct the cost of two auto- 
mobiles purchased for the personal use 
of its two stockholders as a deductible 
salary bonus. The purchase constituted 
a nondeductible dividend since the evi- 
dence failed to show that the corpora- 
tion purchased or transferred title to the 
automobiles with the intent of thereby 
paying its officers added compensation. 
Annabelle Candy Co., Inc., TCM 1961- 
170. 


Payments are dividends rather than 
interest. The corporate taxpayer issued 
securities, which it denominated as pre- 
ferred stock, as part of the purchase 
price for the assets of a public passen- 
ger transportation system. The terms 
of the preferred stock required a 5% 
cumulative dividend per annum and a 
sinking fund for the retirement of the 
preferred stock. The taxpayer sought to 
deduct the dividend payments as in- 
terest. Affirming the Tax Court, the 
Seventh Circuit held that the payments 
were dividends. Despite a definite ma- 
turity date for redemption of the stock, 
the maturity date was contingent to a 
certain degree upon prior retirement of 
the bonds and notes. Further, the stock 
was subordinate to the debt represented 
by bonds and notes and general credi- 
tors. In proceedings before the Securi- 


ties Exchange Commission and the Pub. financ 


lic Service Commission of Wisconsin, the 
taxpayer represented that the securities 
were preferred stock. Milwaukee ¢& 
Suburban Transport. Corp., cert. den., 
6/19/61. 


Part of corporate rental payments dis. 
allowed as business expense; they re- 
duced stockholders’ obligations. Stock- 
holders of taxpayer-corporation granted 
an option to a third party for the pur- 
chase of all of their stock. The option 
could be exercised by the optionee only 
if he also exercised an option inde- 
pendently acquired from the same stock- 
holders to lease coal properties they 
owned individually. Taxpayer-corpora-| 
tion had also been renting diesel loco- 
motives from the stockholders, and in 
connection with the exercise of the op- 
the 
modify the locomotive lease by shorten-| 


tions, corporation proposed to| 
ing its terms and increasing the rate of| 
payment. The optionee had agreed to 
the increased rental payment by the 
corporation only on the condition that 
such increase be applied first in reduc- 
tion of his purchase price of the stock 
and then to any payments due on the 
coal properties lease. The Tax Court 
held. and the Fourth Circuit affirmed, 
that the increased rental for the loco- 
motives was in effect in satisfaction o 
the optionee’s personal obligation an 
could not be deducted by the corpora- 
tion as an ordinary and necessary busi- 
ness expense. West Virginia Northern 
R.R. Co., cert. den., 5/22/61. 
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Corporate improvements to lessor-stock- 
holder’s property a dividend [Certiorari 
denied] Improvements costing $150,000 
were made by a closely held corporation | 
on property it rented from its principal | 
stockholder, taxpayer here. The Tax 
Court held that these improvements 
were a dividend to the stockholder; the 
corporation was not protected by a long-| 
term and the stockholder had| 
within his power the right to regain 
possession of the 


lease, 


improved property 
virtually at will. 

Stockholder-creditor is in constructive 
receipt of accrued interest. Interest ac 
crued by a closely held corporation in 
1948 and 1949, payable to its principal 
stockholder, is constructively received by 


the latter and taxable to him in the 


years of accrual, rather than in 1950,| 


when received. The corporation had at} 
all times a sufficient amount of cash to 
pay the interest without jeopardizing its 
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financial position. The 7th Circuit 


Court cert. den., 3/27/61. 


TAX-FREE EXCHANGES 


Installment accounts receivable can’t be 
sold tax free under Section 337. All the 
stock of taxpayer, a cash basis corpora- 
tion, was sold to another corporation 
which purchased taxpayer for the pur- 
pose of dissolving it and acquiring the 
assets. After the sale, a plan of com- 
plete liquidation was adopted. Taxpayer 
sold all its installment accounts receiv- 
able to unrelated persons and was liqui- 
dated. Taxpayer contended that the 
non-recognition provisions of Section 
337 apply. The Tax Court holds other- 
wise. Despite the fact that taxpayer had 
not elected to report on the installment 
in- 
stallment obligations within the mean- 
ing of the provision of Section 337 mak- 
ing installment obligations ineligible for 


basis, these accounts receivable are 


nonrecognition of gain on sale of assets 
in such a liquidation. The gain is recog- 
nized. Family Record Plan, Inc., 36 TC 
No. 33. 


Unsuccessful negotiations for assets pre- 
requisite for Kimbell-Diamond rule. 
(Old law) Taxpayer was incorporated on 
May 4, 1925 pursuant to a written agree- 
ment of April 6 between a public utility 
olding company and an investment 
banking firm. On May 6 the stock of 
another corporation was acquired by 
taxpayer and merged into it by May 8. 
In June, taxpayer obtained options to 
purchase the shares of two other com- 
panies. The options were completely 
exercised by August and one of the two 
corporations was then merged into tax- 
payer, with the other being merged in 
February 1927. In subsequent years tax- 
payer obtained the assets of other com- 
panies for cash. During the years at issue 
taxpayer sold some of the assets received 
from the merged companies and claimed 
its basis to be cost under the Kimbell- 
Diamond rule of obtaining a corpora- 
tion’s stock solely to acquire its assets. 
The Tax Court holds that the Kimbell- 
Diamond rule does not apply. As a pre- 
requisite, taxpayer must show the im- 
possibility of a direct acquisition of 
assets and the consequent necessity of 
purchasing the stock. Even if prior un- 
successful negotiation for assets is not 
a prerequisite but merely an important 
factor, taxpayer has not shown the acqui- 
sition of stock was for the sole purpose 
of obtaining the assets. However, tax- 


payer’s basis of the assets acquired from 
the first merged corporation is its cost 
and not the basis of the transferor be- 
cause that transaction, taken as an in- 
tegrated unit, was not a tax free re- 
organization. There was no continuity of 
interest or control by the stockholders of 
the merged corporation. [Section 334(b) 
(2) now allows a stepped-up basis for 
the assets.—Ed.] Long Island Water 
Corp., 36 TC No. 39. 


Acquisitiosn of loss corporation to oper- 
ate successful business was to avoid tax; 
carryover denied. Taxpayer corporation 
conducted a snack bar and beer business 
in Athens, Georgia. It consistently lost 
money, and for a period of six months 
prior to the sale of its stock to one 
Davis, the business was completely closed 
down. Davis, after acquiring the stock, 
utilized the corporation to operate a 
new cafeteria and a previously success- 
ful restaurant business, both in Atlanta, 
Georgia. He sought to apply the corpo- 
rate net operating loss carryover against 
its current operations. The Commis- 
sioner found that Davis’ principal pur- 
poes in acquiring the stock of taxpayer 
was to avoid income tax by securing the 
benefit of a deduction, credit, or allow- 
ance which he would 
enjoy. Taking all factors into considera- 
tion, the court agrees and sustains the 
of the the 
prior year’s operating losses. The Hud- 
dle, Inc., TCM 1961-150. 


not otherwise 


disallowances carryover of 


*Section 355 split-up of single business 
upheld. The taxpayer and another were 
each 50% stockholders in a corporation 
actively engaged in the construction 
business for more than five years. Be- 
cause of the stockholders 
agreed to divide the business. The old 
corporation transferred half of its assets 
(part of its cash and equipment and one 
construction contract) to a newly formed 
corporation in return for all of its stock. 
The old corporation then distributed to 


differences, 


the taxpayer the new corporation’s stock 
in exchange for his stock. The taxpayer 
argued that no gain should be recog- 
nized under Section 355, which provides 
for non-recognition of gain to share- 
holders upon the distribution of stock 
of a corporation controlled by the dis- 
tributing corporation if immediately 
after the distribution, both corporations 
are actively engaged in a trade or busi- 
ness which had been actively conducted 
for five years. The regulations interpret 
Section 355 as applicable only to the 
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separation of two or more businesses, 
formerly operated by a single corpora- 
tion. The Tax Court found this regu- 
lation unreasonable and _ inconsistent 
with the Code, and declared it invalid. 
It concluded that Congress intended to 
permit the tax-free division of a corpo- 
ration operating a single business. The 
purpose of the active-business rule was 
merely to prevent a tax-free split into 
active and inactive entities. The Sixth 
Circuit now affirms the decision of the 
Tax Court on the opinion of Judge 
Tietjens. Coady, CA-6, 4/28/61. 


Transaction held to be a tax-free re- 
organization and not a sale. Shareholders 
of two real estate corporations met to- 
gether several times to agree upon a 
merger. They needed to combine the 
properties of the two corporations into 
one or the other as a prerequisite to 
obtaining a valuable lease. Although 
their agreement on the procedure to be 
followed was not put in writing the 
court finds as a fact there were broad 
agreements on an assets-for-stock corpo- 
rate combination sufficient to constitute 
“a plan of reorganization” under the 
1939 Code. As there was a transfer of 
substantially all the properties of one 
corporation solely for voting stock of the 
other, A C reorganization was effected, 
and no gain is recognized on the trans- 
fers of the stock of the surviving corpo- 
ration to the stockholders of the merged 
corporation. Wilson, TCM 1961-135. 


LIQUIDATION & BASIS 


Payment by Canadian subsidiary was 
partial liquidation, not a dividend. 
Taxpayer had seven subsidiaries, includ- 
ing one Canadian. These corporations 
sold all theit 
related 


current assets to an un- 
leased 


their fixed assets to the purchaser for a 


corporation and then 
term of five years. Upon termination of 
the lease, the lessee was to purchase the 
assets. After the sale, the Canadian sub- 
sidiary $1,500,000 to tax- 


payer which it reported as a dividend. 


distributed 


Taxpayer claimed a foreign tax credit 
under Section 902. 
contended that the 
partial liquidation 


The Commissioner 
distribution was in 
346 


and that, taxpayer was therefore not 


under Section 


entitled to the foreign tax credit and 
should have reported capital gain rather 
than dividend income. The court agrees, 
holding that it is not necessary to have 
a formal plan of complete liquidation in 
order to have a distribution under Sec- 
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tion 346; since the payment is not a 
dividend, it does not entitle taxpayer to 
a foreign tax credit. Section 902 applies 
only to ordinary dividends, not to dis- 
tributions in partial liquidation. Fowler 
Hosier Co., Inc., 36 TC No. 20. 


Partial liquidation not capital gain. 
[Old law] A corporation, whose only 
asset was a patent, assigned 94% of its 
royalty rights to its stockholders in 1936 
and 1937. The stockholders claimed that 
the royalties had no ascertainable fair 
that the 
mained open, and therefore they were 


market value, transaction re- 
entitled to long term capital gain treat- 
ment. In the later years royalties were 
the of Burnet v. 
Logan. The Tax Court holds the royal- 


received under rule 
ties ordinary income. The question of 
whether the royalties had an ascertain- 
able value is never reached because the 
transaction was a partial liquidation of 
the corporation and is ordinary income 
115 of the Revenue Act 
The 1942 change which per- 


under Section 
of 1936. 
mitted capital gains on partial liquida- 
tions was prospective only. Basset, 36 TC 
No. 25. 

Collections on mortgage received in 
liquidation were ordinary income. In 
1938, the taxpayer received, through the 
liquidation of a corporation, a second 
mortgage on the improvements on leased 
property. At the time of liquidation, the 
mortgage was valued at 20% of its face 
value. For the tax years 1941, 1943, 1944 
and 1945, the taxpayer excluded 20% of 
the principal on the ground that it had 
been previously taxed, and reported the 
balance of the principal, plus interest, 
after deducting expenses, as long-term 


The 


mined that the mortgage payments in 


capital gain. Commissioner deter- 
excess of expenses and the 20% should 
have been reported as ordinary income. 
rhe district court agreed with the Com- 
The 
liquidation transaction being closed, the 


missioner and this court affirms. 
mortgage payments in excess of the value 
at the time of liquidation were ordinary 
income since they were not made pur- 
suant to a “‘sale or exchange of a capital 
asset’. The taxpayer’s argument that the 
liquidation was not a closed transaction 
on the ground that the property dis- 


tributed in liquidation had no outstand- 





*kindicates a case or ruling of un- 
usual importance. 

*indicates a case or ruling having 

some novelty or unusual interest. 
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able fair market value has no merit in 
view of the testimony presented in the 
case and the admission made in the 
taxpayer’s 1938 return that the second 
mortgage had a fair market value of 
20% of its face value. Campagna, CA-2, 
5/10/61. 


RELATED TAXPAYERS 


Surtax exemption allowed to new con- 
trolled corporation purchasing part of 
the business of brother corporation. A 
corporation was engaged in the busi- 
ness of performing cement and masonry 
work on building projects. In 1950 it 
decided to enter the home construction 
business on a small scale and constructed 
three or four houses. Finding this busi- 
ness profitable the corporation acquired 
43 and 
houses on major portions. The corpo- 


lots commenced erection of 
ration was informed by its masonry cus- 
tomers that if they competed with them 
in the building line, the builders would 
take their masonry work elsewhere. To 
avoid risking the masonry business, and 
to limit liability in case of loss, the 
shareholders of the corporation formed 
taxpayer, a new corporation, and had 
the corporation sell its building tracts to 
taxpayer. The Commissioner disallowed 
taxpayer a surtax exemption and the 
under 
Section 1551 which disallows these items 


minimum excess profits credit 


if a corporation transfers property to 


another corporation unless such 
transferee corporation shall establish by 
the clear preponderance of the evidence 
that the securing of such exemption or 
credit was not a major purpose of such 
transfer.” The court 
the exemption and the credit finding 
that although the term “transfer” with- 
in the meaning of Section 1551 includes 
a sale, the major purpose of the trans- 


allows taxpayer 


fer was to minimize the financial risk of 
the venture and to the 
threatened loss of the masonry business. 


new avoid 
Although taxpayer’s owners were aware 
of the tax saving involved, taxpayers 
met the burden of prooi and showed 
that a major purpose of the transfer 
was not to secure the surtax exemption 
or minimum EPT. Hiawatha 
Builders, Inc., 26 TC No. 49. 


Home 


Surtax exemptions allowed upon divi- 
sion of corporation into three; business 
purpose shown. A corporation was en- 
gaged in the business of selling air-con- 
ditioning and ventilating equipment. In 
1950 the corporation also commenced 


the manufacture and sale of picnic 
coolers and other aluminum products. 
The corporation also owned some real 
estate properties which from 1949 on, it} 
rented and received rental income. Fric- 
tion developed between the managers of 
the ventilating division and the manager 
of the picnic cooler division as to al. 
location of administrative expenses and 
contributions to a pension plan. In ad_ 
dition, a strike at one of the divisions 
closed down the entire corporation. The 
owner of the corporation was interested) 
in providing income for his family in 





case of his death and felt that a separa- 
tion of the real estate business into aj 
separate corporation might provide such] 
income. In order to accomplish this and 
also to separate the two divisions into 
separate corporations in order to al 
leviate friction between the divisions} 
the corporation formed two new corpo} 
and _ transferred 
manufacturing division to one and the 


rations the aluminun} 
land to the other. The Commissioner re! 
fused to allow each a surtax exemption, 
He relied on Section 1551 which dis} 
allows such exemption if a coRpegetiogs 
transfers property to another corpora} 
tion . “unless such transferee corpo! 
ration shall establish by the clear preg 
ponderance of the evidence that the seq 
curing of such exemption or credit wag 
not a major purpose of such transfer.’ 
The court allows the credit finding that 
taxpayer has met the burden of proof inj 
showing that the benefit of the exemp- 
tion was not a major purpose of the! 
transfer relying primarily upon the} 
above finding of facts. Cronstroms Mf{g.| 
Inc., 36 TC No. 50. 


Parent has dividend and income from 
debt discharge on subsidiary’s distribu 
tion of is bonds. A subsidiary corpora-| 
tion purchased unmatured bonds of its; 
parent corporation. Later the subsidiary 
distributed the 
amount of $1,400 to the parent. The} 
subsidiary’s adjusted basis for the bonds} 
was $1,200 and the market 
was $980. The parent was solvent before 
did not file a 
consolidated return with its subsidiary. 


these bonds in face 


fair value 


the distribution and it 
The subsidiary had adequate earnings 
and profits available for dividends. The | 
IRS rules that (1) the parent realized 
dividend income in the amount of $980 
under Section 301 (c); (2) the difference 
between $980 distribution and the $1, 
400 face amount of bonds was income to 
the parent from the discharge of in-) 
debtedness under Section 61(a) (12); (3) 


the su 
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for th 
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be reduced by $1,200, its adjusted basis 
for the bonds, under Section 312(a); and 
(4) the subsidiary realized no ain. or 
loss on the distribution under Section 
$ll(a). Rev. Rul. 61-96. 


Rent paid to stockholder-lessor found to 
be excessive. A corporation leased a 
building from its president and _stock- 
holder at a rental of 2% of annual net 
sales. The Tax Court found that the 
lease was not entered into in an arms- 
length transaction and disallowed rent 
on the property in excess of $12,000 per 
year; it considered the excess as a divi- 
dend. This court affirms on the basis of 


| the findings of fact and opinion of Judge 


Raum of the 
CA-6, 5/10/61. 


Tax Court. Kirk, Inc., 


OTHER DECISIONS 


Salary excessive. The taxpayer, a corpo- 
ration engaged in the manufacture and 
distribution of dog and cat food, paid 
its president and sole stockholder a 
salary of $120,000 each year for the tax- 
able years 1952 through 1954, and $80,- 
000 for 1955. It deducted these amounts 
as salary expenses. The Commissioner 
determined that $30,000 per year was 
a reasonable salary and that payments 
in excess thereof were not deductible as 
ordinary and necessary business ex- 
penses. The company paid no dividends 
on its rather substantial earnings. The 
court finds that $40,000 per year for 
each of the taxable years 1952 through 
1955 is fair and reasonable compensa- 
tion to the president for the services 
rendered by him. Louis Food Co., DC 
Calif., 4/26/61. 


Redemption not essentially equivalent 
to dividend. Two stockholders owned 
equally all of the capital stock of a 
corporation engaged in the automobile 
business. One (Brown) was not actively 
engaged in the business, and after dis- 
cussions with the other (Carey), proposed 
to sell his stock. The only available 
buyer was a salesman of the company, 
who did not have sufficient cash to 
stock. The 


pany’s counsel suggested a plan for ac- 


purchase Brown’s com- 
quiring Brown’s stock by a pro rata 
redemption of part of the stock of each 
Carey and Brown in exchange for the 
building and other assets and a leasing 
of the building to the corporation for 
three years; and the sale of Brown’s re- 
maining stock to the salesman. The dis- 


trict court determined that the pro rata 
redemption did not result in taxable 
dividends to either Brown or Carey and 
the Government appealed from the 
judgment as to Carey (but not as to 
Brown). The Eighth Circuit affirms on 
the basis of fact-findings by the district 
court that the pro rata redemption was 
part of an over-all plan for the acquisi- 
tion of one of the stockholder’s interest 
by a third party and was not essentially 
equivalent to a dividend. The court 
points out that it would be anomalous 
to consider the pro rata redemption as 
not essentially equivalent to a dividend 
as to one of the two shareholders and 
not as to the other. Carey, CA-8, 5/5/61. 


Gain on sale to collapsible corporation 
not ordinary income. With $3,000 tax- 
payers organized a corporation which 
purchased land for $1,400. 
organized a second corporation with 
$1,100 and on May 26, 1949, transferred 
their stock in the first corporation to 


Taxpayers 


the second for $100,000 in notes payable 
in 1950 and some cash paid in 1949. 
The second corporation immediately 
liquidated the first, obtained an FHA 
insured mortgage and constructed an 
apartment house on the land. Construc- 
tion was completed by the end of 1949. 
In March, 1950, the corporation paid off 
taxpayers’ notes, with interest. The 
apartments were only partly rented; the 
corporation had operating losses and in 
November, 1950, the mortgagee fore- 
closed and bid in the property. It was 
then turned over to the FHA which sold 
it at public auction. The court holds 
the sale of the stock to the second corpo- 
ration took place in 1949. The collaps- 
ible corporation rules do not apply as 
that section was effective beginning with 
1950. Even if the. second corporation 
could be considered collapsible, tax- 
payers, as stockholders received no dis- 
tributions from that corporation. Falk, 


36 TC No. 31. 


Tax Court allows new consolidated re- 
turn election when 1954 Regulations 
were issued. Taxpayer corporation and 
its subsidiaries filed a consolidated re- 
turn for the fiscal year 1954 prior to the 
promulgation of the new consolidated 
return regulations under the 1954 Code. 
Under stop-gap regulations the 1939 
Regulations were applicable to this year. 
They provided that taxpayer was en- 
titled to a new election if the Regula- 
tions were amended so as to make it less 
advantageous to affiliated groups as a 
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class to file consolidated returns. Tax- 
payers consented to these regulations as 
required in order to file consolidated re- 
turns. Subsequently, the Regulations 
under the 1954 Code were issued. They 
made many changes; the election pro- 
vision was revised to read that a new 
election is allowed only if new regula- 
tions make it substantially less advan- 
tageous to affliated groups as a class to 
file consolidated regulations. For the 
fiscal year 1955, subsequent to the change 
in the Regulations, taxpayers filed sep- 
arate returns. The Commissioner con- 
tended that taxpayers were required to 
continue to file consolidated returns. 
The Tax Court disagrees with the Com- 
missioner, finding that the new Regula- 
tions, by adding the word “substantial- 
ly”, made it less advantageous for affli- 
ated groups tc file consolidated returns 
(the test under the 1939 Regulations), 
and, therefore, taxpayers were not re- 
quired to continue filing consolidated 
returns since they had a new election. 
Taxpayers never consented to, by filing 
under, the new Regulations. They were 
bound only by the old Regulations and 
under them a new election was allow- 
able at change, not specifically a sub- 
stantial change as the law now is. Com- 
mercial Shearing and Stamping Co., 36 
TC No. 42. 


Stockholders of loss company buy profit- 
able business and then sell their stock 
to its old owners; carryover denied. 
Taxpayer was an automobile agency 
owned by two CPAs who also had a 
professional practice. The taxpayer suf- 
fered substantial losses in each of two 
years. Thereafter the following trans- 
actions (which the court found were all 
preplanned) occurred: the CPAs bought 
the stock of a profitable fire screen busi- 
ness operated by a businessman who was 
a client of theirs. They dissolved that 
corporation and transferred its assets to 
the auto agency corporation; the former 
operator of the business continued as its 
manager. Shortly thereafter the CPAs 
sold their stock to trusts for the children 
of the former operator of the business; 
one of the CPAs was a trustee. The 
court finds that the whole purpose of 
the scheme was the avoidance of tax 
by the acquisition of the loss corpora- 
tion. Noting that it has abandoned the 
position that Section 269 is inapplicable 
to the acquiring corporation, the Tax 
Court denies it the right to offset the 
auto losses against the screen profits. 
Temple Square Mfg. Co., 36 TC No. 4. 
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Careful planning prevents serious 


accumulated earnings problems 


by JACKSON L. BOUGHNER 


Avoidance of the surtax on improperly accumulated surplus is among the most 


important tax goals of the closely held corporation. Mr. Boughner surveys broadly 


the various avenues open to the farsighted planner. 


TOCKHOLDERS ARE always tempted to 
S. income to pile up in a corpora- 
tion rather than take it out as dividends 
subject to high personal income tax 
rates. Ever since 1921 the Government 
has been trying to keep the income tax 
stream flowing. Congress knew then that 
the closely held corporation is an excel- 
lent vehicle for avoiding the progressive 
individual income tax rates. By conduct- 
ing a business through a corporation and 
taking out only as much salary as the 
owner deemed necessary, he could ac- 
cumulate the rest, subject only to the 
generally lower corporate tax, and rein- 
vest it and preserve it for future use. 
This is still the situation today. 

And the purpose of Congress remains 
the same: to force the earnings of a cor- 
poration out into the hands of the indi- 
vidual stockholders where they will be 
taxed at ordinary rates. 

The tax on the undistributed earnings 
is at the rate of 2714% on the first 
$100,000 and 3814% on all above that 
figure. The base is the taxable income 
for the current year less certain items, 
including the income tax and all divi- 
dends paid. Capital gains are eliminated; 
contributions may be deducted without 
reference to the 5% limitation. Capital 
losses are allowed in full. However, no 
net loss or capital loss carryover is al- 
lowed and the dividends received credit 
is not allowed. 

It should never be forgotten that un- 
der some circumstances it is cheaper to 
pay the tax on undistributed earnings 
than to distribute dividends. This calls 
for some arithmetic—you have to com- 
pute the amount of accumulated earn- 
ings tax you might have to pay and al- 


low for a capital gains tax on ultimate 
liquidation of the corporation and com- 
pare that total with the personal income 
tax on dividends if they are declared. 

The law provides a credit of $100,000 
of accumulated earnings against the un- 
distributed earnings of the current year. 
In effect therefore, this tax will not be 
applied until the accumulated earnings 
of the corporation since its inception 
exceed $100,000. In the year in which 
they exceed that figure the tax will be 
applicable only to the excess of the 
year’s earnings over the $100,000 total 
of accumulated earnings. 

Remember that accumulated earnings 
can be very far indeed from the surplus 
which appears on the balance sheet. 
The most common cause of a big gap is 
a capitalization of surplus in the past. 
A corporation might have started out 
with a capital stock of $10,000 and after 
its surplus reached $90,000, capitalized 
it by issuing additional stock. For pur- 
poses of this tax, the accumulated earn- 
ings include the $90,000. 

The surplus shown on the books can, 
of course, be in excess of the statutory 
accumulated earnings. For example, a 
corporation with a deficit may reduce 
the par value of its shares in order to 
absorb the deficit. Subsequently accumu- 
lated surplus shown on the books must 
be reduced by the deficit to find ac- 
cumulated earnings. During the thirties, 
it was common for corporations to re- 
duce their capitalization so as to create 
a surplus from which dividends could 
be paid. You must always check a cor- 
poration’s history back to the beginning 
to make sure that earnings have not 
been capitalized nor losses written off. 


We can start therefore, with the basic: 
proposition that we are concerned with 
this surtax only in the case of closely 
held corporations with over $100,000 of 
true accumulated earnings. Seldom is a 
corporation whose stock is widely held 
subject to the tax. But the tax has been 
assessed against corporations, the major-| 
ity of whose stock was held by a few in. 
dividuals though a large number of 
small shareholders owned the balance, 
Under such circumstances the control. 
ling shareholders can prevent the pay- 
ment of dividends in order to reduce} 
their own income taxes. This was the) 
Trico case and the tax was imposed. The] 
public shareholders then brought an 
action against the directors to force them 
to restore to the corporation what it had 
lost as a result of their failure to pay 
dividends. But this is an unusual situa- 
tion; as a general rule your publicly 
held corporation will not be subject to 
this tax. 

The question of accumulated earnings 
often arises near the end of the fiscal| 
year. The president will ask his accoun-| 
tant or attorney whether a dividend! 
should be declared. This is the time to] 
make a complete analysis to determine 
what risk there is that the tax may be} 
imposed. If you don’t examine the mat- 
ter carefully then, you will have to do 
the job later when a Revenue Agent} 
raises the question. Then it may be too 
late to do anything about it. 

You may find that the corporation is 
badly under capitalized. Perhaps it has 
capital stock and carned surplus in a} 
ratio of something like 1 to 20; stock 
$10,000, surplus $200,000. A large por- | 
tion of this surplus may be invested in | 
plant and equipment and not available 
for dividends. The obvious first step is | 
to capitalize as much of the earned sur- | 
plus as possible. Of course, the Internal | 
Revenue Service has the right to go back | 
to the originally issued capital stock and 
treat everything over that as earnings. | 
However, the fact that the capital stock 
has been increased will not be readily 
apparent. An examiner in the Internal 
Revenue office may, upon looking at a 
return, see that the surplus does not 
appear to be excessive and pass it. A 
Revenue Agent may not take the time 
to check to see what the original capital 
stock was. Capitalizing earnings there- 
fore may operate to prevent the anes 
of suspicion being pointed at the corpo- 
ration, and is well worth the trouble. 

The true reason for capitalizing earn- 
ings is to point up the necessity for re- 
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‘ basi taining a portion of the surplus in the corporation which is worried about Sec- year is meaningless. The company that 
d with? business. There will be minutes of meet- tion 531 and which has large loans to must borrow later has obviously not ac- 
closely ings of the board of directors and the shareholders on its books you should in- cumulated sufficient cash to pay a divi- 
000 of} shareholders approving the action. That sist on getting them off. dend. 
m IS a) is a record of the amount of the surplus Another bad item on a balance sheet ee 
y held} that is permanently invested and not is investments in unrelated securities. Depreciation 
sx been | available for dividends. Quite often, when a corporation has Another item that should be consid- 
ma Jor: | more funds than it knows what to do_ ered carefully is the amount of the de- 
few in-| Liquidity with, they are put into income produc- preciation reserve. One of the theories 
ber of} The fact that a corporation has ac- ing securities. An investment in short of depreciation is that it permits a cor- 
alance _cumulated earnings of over $100,000 term Federal bonds can normally be jus- poration to withhold a certain portion 
ontrol-| does not, in and of itself, indicate that tified because it is almost equivalent to of each year’s earnings for the purpose 
© Pay) its failure to pay dividends was due to cash. However, an investment in long of replacing worn out assets. A large 
reduce} 4 purpose of avoiding the surtax on the term municipals or in common stocks of cash accumulation may represent noth- 
as the individual shareholders. It may be that listed corporations is not the type of in- ing more or less than the depreciation 
d. The} this surplus is principally invested in  vestment that would be made with cash — reserve which has been built up through 
sht an plant and equipment and is not avail- which is needed in the business. This deductions from income over a long 
e them) able for distribution. Whenever the tax- type of investment should be avoided period of time. 
it had) payer can show that there are not sufh- like poison. Many taxpayers feel that they are en- 
to Pay cient liquid assets to warrant the pay- On the other hand, it is often to the titled to deduct from their net current 
| situa-} ment of a dividend the tax will normal- advantage of certain corporations to in- assets the full amount of the deprecia- 
ublicly ly not be imposed. vest in stock of companies with whom tion reserve and claim that only the ex- 
yect to! 


The first thing to observe therefore is 


, the amount of the excess of current as- 


sets over current liabilities. Unless there 
is a substantial excess here there should 
be no concern for the surtax on undis- 


they do business. Manufacturers’ repre- 
sentatives, for example, invest in the 
stock of corporations whose products 
they sell. Investments of this kind if not 
over done, can well be justified. 


cess over that amount, if any, would be 
the amount available for dividends. This 
argument has some merit. However, it 
cannot be relied on one hundred per 


cent. Many Revenue Agents take the 
ide 7/ ° ~ . . . *.s . “a. 
vidend | tributed profits. A corporation is not re- The cash surrender value of insur- position that there is no probability of 


‘ime to} quired to impair its working capital and ance on the lives of officers would not the corporation having to replace all of 
ermine) run the risk of not being able to meet normally be considered a current asset _ its assets in one year. They feel that the 
nay be? its current obligations. for these purposes. Although the pre- corporation will engage in a gradual re- 
1€ mat- In determining the excess of current miums are not deductible, when paid placement program and that it is not 
to do assets over current liabilities we should they reduce cash, and the excess over the necessary to have a large sum of cash on 
Agent) include in current assets loans to share- increase in cash surrender value de- hand at all times for this purpose. 
be too) holders and investments in unrelated se- creases surplus. Such insurance, there- The strength of this argument de- 
' curities. The presence on the balance fore, is an aid not a hindrance in this pends on the particular circumstances. 
it10N 1S) sheet of substantial loans to officers and situation. If the company has gone for many years 
it has) shareholders is a sign that funds are not without any substantial acquisition of 
Ss in a! needed in the business and suggests that Year-end picture assets and if it has had a thorough re- 
; stock| dividends have not been declared be- Usually the year-end balance sheet of pair and maintenance program so that 
3¢ por cause of the high surtax on the share- a corporation is more liquid than bal- all of its assets are in good condition, 
sted in} holders. If a corporation has funds ance sheets at other times. Many corpora- the argument will not be particularly 
yailable which it doesn’t need and which one of _ tions are now on a natural business year. valid. On the other hand, if the com- 
step is| its shareholders does need, it is obvious Department stores for example, gener- pany has had substantial purchases of 
ed sur 


that it would be better taxwise to lend ally close their books on January 3lst. new equipment from year to year and if 





nternal these to the shareholder than to pay Their Christmas sales have been collect- the equipment on which the reserves are 
go back} them out in the form of dividends ed by that date. Their inventories and high is ready to be replaced, the argu- 
ck and) which would result in the shareholder accounts receivable are down and their ment may carry weight. 
irnings. retaining a small portion of them. In cash is up. The balance sheet looks bet- 
il stock | addition to enhancing the risk of the ter, for credit purposes, then than at Other cash needs 
readily | surtax on undistributed profits, large any other time. Another argument that many taxpay- 
nternal loans to shareholders may cause a Rev- Such a balance sheet may give a false ers advance as grounds for not paying 
1g at @| enue Agent to say that they are in effect idea of the situation. If the cash on hand dividends is that they have entered into 
es not! dividends which are never going to be appears to be excessive at year end, it is commitments against which they should 
Ss it. A| repaid. Therefore, whenever you find a advisable to go over the cash picture retain funds. Manufacturing corpora- 
le time during the entire year. You may find tions will often place large orders for 
capital | [Jackson L. Boughner, a member of the that within three or four months prac- raw materials near the end of their fiscal 
there- | Jllinois Bar, is a partner in the Chicago tically all of that cash will be invested year and then point to these large orders 
finger law firm of Campbell, Boughner, Zahler, in inventories and that the company will as proof of the need for retaining funds. 
corpo! Johnson & Stitt. This article is an have to borrow money from the bank If it is necessary in the particular busi- 
uble. adaptation of a paper he presented at a_ in order to make further inventory in- ness to order well in advance, and if the 
g €arn-| recent seminar at the University of Chi- vestments. Under such circumstances the current business practice is to hold the 
for re 


cago on tax planning.| fact that cash is high at the end of the — purchaser to the full amount of the or- 
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der, there will be some validity to this 
argument. On the other hand, if it is 
common practice to cancel such an or- 
der without penalty it will not be ac- 
corded any great deal of weight. 

Every business should, if possible, 
maintain a sufficient amount of cash and 
quick assets on hand to meet all of its 
normal operating expenses for a period 
of at least six months whether it receives 
any income during that period or not. 
Such a reserve would enable us to re- 
tain our key employees during bad 
times, and keep our plant from getting 
run down. This approach to the prob- 
lem of the amount of funds that should 
be retained for contingencies is sounder 
than relying on depreciation reserves 
and commitments. 

Before going into the final elements 
of this discussion let us summarize what 
has been established up to this point. 
If the balance sheet of the corporation 
shows a large earned surplus, or loans 
to shareholders, or investments in se- 
curities of unrelated businesses, the first 
step should be to eliminate each of these 
items. The surplus should be capital- 
ized, the loans should be paid off, and 
the securities should be _ liquidated. 
These are matters that, if brought to 
your attention before the close of the 
year, can often be accompilshed prior 
to that time. A corporation that might 
in November appear in severe danger 
might, by capitalizing its earnings, and 
eliminating loans to shareholders and 
investments to unrelated securities, pre- 
sent a balance sheet at the end of the 
year which would not bring thoughts of 
Section 531 up in the mind of a Rev- 
enue Agent. Secondly, we must analyze 
the balance sheet and other pertinent 
data to see whether we could successful- 
ly defend against the tax were a Rev- 
enue Agent to raise it or a court to pass 
the 
explained by the fact that at some time 


on matter. Excessive cash may be 
during the year it disappears and bank 


loans must be made. The need to re- 
placed fixed assets as shown by the de- 
preciation reserve may justify the reten- 
The need to 


ments for valid purchase orders as shown 


tion of cash. meet pay- 
by commitments made may justify it. 
the need to retain 


sufficient funds to carry operations dur- 


And in any event, 
ing at least a six month period if a se- 
vere recession or depression should set 
in should in any case be justification for 


the excess of current assets over current 
liabilities. 
When we cannot justify the amount 
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of current assets on any of the above 
factors we will generally find that our 
client has already thought of the bril- 
liant idea that he needs a new factory 


building. He has discussed this matter, 


with many of his friends who are simi- 
larly situated. He presumably has on the 
wall in back of his desk a beautiful ar- 
chitect’s drawing of the new plant. He 
has already filled up his minute book 
with long statements about how neces- 
sary it is that the new building be con- 
structed and how unfortunate it is 
therefore that dividends cannot be paid. 
Two, three, or four years later, when 
the Revenue Agent comes in to examine 
the return, the business is in the same 
building and the same picture appears 
above the president’s head. In some in- 
stances, the Revenue Agent, on examin- 
ing the minute book, will find roughly 
the same story for a period of ten or 
more years. The impossibility of con- 
ducting the business profitably in the 
same location and the need for and cost 
of the new building are set forth in 
glowing terms. The Agent assesses the 
tax under Section 531 and, very frank- 
ly, the taxpayer does not have a leg to 
stand on. 

The retention of funds for the pur- 
pose of constructing a new factory build- 
ing is not a strong defense against the 
tax under Section 531 until construction 
of the building is started. Too often our 
clients put in their minute book the 
long explanation we have prepared for 
the need for retention of earnings and 
forget about it. A year later they simply 
copy it over again and go on like this 
indefinitely. As advisors to clients who 
think that writing it up is equivalent to 
doing it, we should indicate clearly that 
unless they have every intention of go- 
ing ahead with the new factory building 
they should not rely on that as a ground 
for not paying dividends. 


Recapitalization 


Consider the very successful well-run 
corporation which is doing an excellent 
job with the plant and equipment it 
owns. It is primarily a one man corpora- 
tion in the sense that the principal 
stockholder is the only one who can jus- 
tify a substantial salary for services ren- 
dered. Sooner or later the argument 
that the funds are being retained for re- 
placement of plant and equipment and 
similar purposes will run extremely thin. 

Under such circumstances I have two 
suggestions to eliminate the problem of 
Section 531. The first is to create a sit- 








uation under which dividends can be 


paid. Suppose the corporation has only 
one class of stock. The president is not 
anxious to give up too much of his 
stock for fear he will be deprived of 
voting control of the corporation. Un- 
der such circumstances the answer is to} 
set up two classes of stock. One may be | 
voting and the other non-voting. He 5 
will retain the voting stock and give 
the non-voting to his children and 
grandchildren and then declare divi- 

dends on the non-voting. | 

Another method is to create two 
classes of voting stock, one of which is 
in effect a preferred stock with a fixed 
dividend rate and a fixed amount pay- | 
able on liquidation. The other might 
be considered a common stock with i 
low dividend rate or none, but entitled | 
to all of the excess upon liquidation. | 
The owner of the business might re- 
tain the preferred and transfer the com- 
mon to his children or to key employ- | 
ees. He can keep voting control in the | 
preferred stock by issuing more shares | 
of it than the common. Its total par 
value will, however, be much greater | 
than that of the common. Under such | 
circumstances the owner can reduce his | 
salary considerably and live off the divi- ; 
dends on his preferred stock. Under 
some circumstances these two classes of 
stock can be set up so that neither of | 
them is a preferred stock and we do not 
run the risk of having Section 306 and } 
the other onerous sections that relate 
to preferred stock being applied. There 
are estate tax advantages to this plan 
also. 

When recapitalizing into a voting and 
non-voting stock, can issue only 
enough non-voting stock so that the 
dividend on it will eliminate the risk 
of the application of Section 531. Quite 
often the total value of this stock is 
such that it can be given away without 
too great a gift tax penalty. It is the 
feeling of many tax men that if a fairly 
substantial dividend policy is adopted 
the Government will not apply Section 
531 to the amount that is left in. Thus 
a policy of distributing say 25% of the 
net income after taxes every year might 
well keep the Revenue Agent, armed 
with Section 531, away from the door. 

A second alternative, which can be 
adopted cven if dividends are being 
paid, is the investment of the excess 
funds in a related business. Let us as- 
sume that our client is a_ successful 
manufacturer of automobile horns. He 
has a modern, up-to-date, fully paid for 
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plant, filled with the latest machinery 
and a million dollars of cash in the 
bank. He takes $500,000 of this million 
dollars and buys a company which is 
manufacturing automobile headlights. 
He may run it as a subsidiary or he may 
merge its operating into his own. He 
has accomplished the elimination of a 
large amount of cash from his balance 
sheet and converted it into plant, equip- 
ment, inventory, and similar items. He 
has invested this money in a way that 
should produce a larger return than 
had he left it in the bank or bought 
U.S. Government securities. Whenever 
his cash gets above the point where he 
can justify its retention, he invests it 
in another related He 
tinues to capitalize his earnings and 
with justification because they are now 
invested in brick, mortar, and machin- 


business. con- 


ery. 

Many corporations are living on bor- 
rowed time, hoping that the claim that 
they are some day going to build a 
new factory will save them from the 
burden of Section 531. Many of them 
the computations and have 
that it is cheaper to let 
apply than to pay out divi- 


have made 
determined 
Section 531 
dends. They keep their excess funds in 
cash so as to bolster their argument 
that they must retain them against im- 
mediate future use. Only by either re- 
capitalizing so that dividends can be 
paid or by using the excess cash to in- 
vest in the plant and equipment of a 
similar or related business will be a prob- 
lem to be met head on. 

The best laid plans of mice and men 
“gang aft agley.” Let us assume that a 
corporation has carefully arranged its 
aflairs to avoid the application of Sec- 
tion 531. It pays a reasonable dividend 
year, and has valid reasons for 
rctaining the balance. Then the presi- 
dent dies, and it is necessary to forego 
payment of a to have 
sufficient funds to redeem his stock. The 
also 
holder is to be bought out. 

Obviously, if the funds are used to 
buy stock of a shareholder, they were 
not prima facie necessary for the reason- 
able needs of the business. This was 
what the Tax Court and the Circuit 
Court for the Seventh Circuit held in 
the Pelton Steel Casting Co. case, (251 
F.2d 278). In Mountain State Steel 
Foundries Inc. (284 F.2d 737) decided 
by the Fourth Circuit last November, 
the Tax Court was reversed, and Sec- 
tion 531 was not applied in a year when 


each 


the dividend 


situation can arise when a stock- 





an agreement was entered into to pur- 
chase 50% of the outstanding stock. 

At this point about the best that can 
be said is that there is a conflict in the 
circuits, and that until it is resolved by 
the Supreme Court, we do not have a 
firm rule to follow. In Pelton the pui- 
chase was accomplished in one year, 
even though bank financing was neces. 
sary for part of it, while in Mountain 
Siate the sellers had to wait 44 years 
to be paid in full. In Pelton 80% of 
the stock was being retired; in Mountain 
State, 50%. 

For the time being, we 
should, whenever faced with the neces- 
sity of redeeming stock, try to follow 
the pattern of Mountain State rather 
than Pelton. This would mean primarily, 
a low downpayment and a long term 


therefore, 


note to the sellers. We should avoid use 
of a large amount of corporate cash; 
also avoid bank 
substantial amounts. 


we should loans in 

In Mountain State there was evidence 
that redemption of the stock held by 
two persons who were inactive in the 
business served a definite corporate pur- 
that a 
third party was available to acquire the 
business and thus eliminate the con- 
flict. In Pelton, however, holders of 80% 
of the stock wanted to sell to outsiders, 


pose. There was no evidence 


and the holder of 20% caused the cor- 
poration to buy their stock primarily 
to maintain his own position in the cor- 
poration. 

For the being, 
would not appear to be safe to retire 
over 50% of the corporate stock in a 


year of high earnings and no dividends. 


time therefore, it 


When we can show that a minority 
shareholder is causing dissension, and 
when we then buy him out over a long 
period, we should be safe. 

If there is a documentary record of 
trouble caused by the minority stock- 
holders, jeopardizing the corporate ex- 
istence, the case will be much stronger. 
Angry letters, dissenting votes at share- 
holders and directors meeting, lawsuits 
or threats of lawsuits, will make out a 
good case. Inability to find a third party 
purchaser, and refusal of the minority 
shareholders to take notes from the ma- 
jority shareholders, will help. 

The 531 
be avoided if care is taken, in almost 
any situation. The companies that get 
into the courts are those that allowed 


surtax under Section can 


things to slide. Tax advisors owe it to 
every client to warn him when he is 
approaching the brink. * 
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Administration proposals to limit 


foreign-situs trusts raise questions 


by DAVID ALTMAN and BURTON W. KANTER 


Although Secretary Dillon’s comments on taxation of foreign-situs trusts raise many 


puzzling questions about the Administration’s proposals, they impliedly recognize 


the tax immunity of such trusts now in existence. The authors review the legisla- 


tion considered by the Senate Finance Committee last year and suggest that while 


there may be some limitation on the tax benefits of foreign-situs trusts, it is as yet 


too early to say that their day has ended. 


SE OF FOREIGN-SITUS accumulation 
U trusts in tax planning has become 
quite popular.1 This has resulted from 
the unique tax advantages foreign trusts 
offer under present law to shift income 
and to the benefit 
exemptions accorded nonresident aliens, 


obtain of the tax 
with the crowning opportunity of ulti- 
the 
trust tunds to United States beneficiaries 
on a tax-free basis. 

Last Senate 


mately repatriating accumulated 


year the Finance Com- 


mittee adopted proposals which to some 
limited this ad- 


vantage of tax-free repatriation of ac- 


extent would have 
cumulated funds.? These proposals, how- 
ever, were not finally adopted into law. 

On May 3, 1961, Secretary of the 
Treasury, Douglas Dillon submitted to 
the House Ways and Means Committee 
as part of his detailed explanation of 
the President’s April 20, 1961 tax recom- 
mendations to Congress, a specific policy 
proposal for new rules of taxation for 
The 
proposed new rules aim to severely limit 
and perhaps even eliminate the: useful- 
ness of foreign trusts in tax planning.’ 


foreign-situs accumulation trusts. 


However, no form of specific legislation 
was submitted with the Secretary’s testi- 
mony. 

The purpose of this brief article is 
to call attention to the current Adminis- 
tration proposal on taxation of foreign- 
situs trusts and to indicate some of the 
problems yet to be considered and ques- 


tions to which we must have answers. 

Before discussing this proposal, how- 
ever, it will be helpful to review brief- 
ly the present tax treatment and ad- 
vantages of using foreign-situs accumu- 
lation trusts. 


Present tax rules 


A foreign trust4 in which the grantor 
retains no powers of the type which 
subject grantors to taxation on trust in- 
come under Sections 671 and 678 (the 
so-called Clifford rules), is recognized 
as a separate taxable entity and is taxed 
as a nonresident alien.5 If the trust does 
not engage in trade or business in the 
United States and has gross income from 
United States sources of $15,400 or less, 
it is taxable only on United-States-source 
dividends, interests, rents, and royalties 
and other fixed or determinable annual 
or periodical income and certain spe- 
cifically enumerated capital gains,® all 
at a flat withholding tax rate of 30%.7 
If such a trust has gross income in excess 
of $15,400, the United States individual 
income tax rates apply (subject however 
to restrictions on allowable deductions)§ 
to the aforementioned types of income, 
except that the tax thereon may not be 
less than the 30% withholding tax 
rates.9 In neither instance is the trust 
normally taxable on (1) United-States- 
source capital gains (with certain minor 
exceptions), (2) interest income from 
bank deposits in the United States, or 


(3) any foreign source income (whether 
ordinary or capital gain in nature).10 
Distributions from a foreign trust are 
subject to the same tax rates as are distri- 
butions from a domestic trust. Thus the 
foreign trust may accumulate income 
without being subject to current taxa- 
tion and may subsequently distribute 
the 
beneficiaries, provided the distribution 
is either not subject to the throwback 


rule11 or is distributed in accordance 


income tax-free to United States | 





with the exemption from or exceptions | 


to the throwback rule.i? 

It is the combination of tax status as a 
nonresident alien and recognition as a 
trust that permits the foreign trust to 
provide the unique opportunity to ac- 
cumulate certain types of income tax- 


free and later repatriate the accumu- 
a United States bene- | 


funds to 
ficiary also tax-free.13 


lated 


Finance committee proposals 
The Senate Finance Committee pro- 
posals of last year would have elim- 





inated the $2,000 exemption and various [ 


specific exceptions to the throwback rule 
now provided for under Section 665(b), 
in the case of “accumulations distribu- 
tions by foreign trusts to U. S. citizens 
or residents” to the extent that “such 
distributions are deemed to consist of 
income from foreign sources or net capi- 


1 See generally, Pine and Sands, “Tax and Busi- 
ness Benefits Offered by the Bahamas,” Taz Ideas, 
Section 8035; Pine and Stock, “Tax Advantages of 
Foreign Trusts,” Tax Ideas, Section 8050; Pine 
and Graham, ““Bermuda—A Base for Foreign Busi- 
ness and Investment,” Tax Ideas, Section 8056; 
Hammerman, “Foreign-Situs Trusts—Defining 
the Undefined,” 88 Taxes 529 (July, 1960); Stock, 
“Foreign Income, Deflected to the Bahamas, Ac- 
cumulates Taxfree,”” 12 JTAX 250 (1960); Alt- 
man and Kanter, “Senate Finance Committee 
Looks at Foreign-Situs Trusts,” 38 Taxes 585 
(August, 1960); Hammerman, “IRS Clarifies For- 
eign-Situs Trusts as Bill to End Some Tax Bene- 
fits Dies,” 13 JTAX 197 (1960); Winkelman, 
“Foreign Accumulation Trusts,” 4 Tax Counsel- 
or’s Q. 245 (1960); Pine, ““Amazing Tax Advan- 
tages of Foreign Trusts for United States Indiv- 
iduals,” 10th Annual Tulane Tax Institute 1961, 
p. 163; Altman and Kanter, “Current Tax Plan- 
ning Through Foreign-Situs Trusts,” 47 A.B.A.J. 
635 (1961). 

2S. Rept. No. 1616, Trust and Partnership Income 
Tax Revisions Act of 1960, Report of the Com- 
mittee on Finance to accompany H.R. 9662 (June 
18, 1960), pp. 26 and 60. 

% President’s Tax Message along with principal 
statement, detailed explanation, and supporting 
exhibits and documents, submitted by Secretary of 
the Treasury Douglas Dillon at hearings conducted 
by Committee on Ways and Means, May 3, 1961, 
page 62. 

* There will be no discussion of the legal criteria 
presently applicable to determine qualification of 
a trust as a foreign-situs trust, nor of the manner 
of establishing and administering foreign trusts, 
since these matters have been adequately discussed 
in the various articles cited in note 1. 
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[David Altman and Burton W. Kanter 
are both members of the firm of Altman, 
Levenfeld & Kanter, Chicago, Illinois.] 





tal gains from the sale or exchange of 
capital assets which are not subject to 
U. S. tax under Section 871.” In addi- 
tion, the definition of “distributable net 
income” would have been broadened 
to include United States source capital 
gains presently exempt from tax under 
Section 871 and would have subjected 
this form of income to the throwback 
rule.14 

Since the tax planning uses of foreign- 
situs trusts have been approached main- 
ly with a view to realization of foreign 
source income and United States capital 
gains which are not currently subject to 
United States tax in the hands of the 
trust, and accumulation of the income 
and gains until distribution could be 
made free of throwback rule applica- 
tion, the Finance Committee proposals 
would have placed some limitation on 


the tax benefits to be obtained from 
using foreign trusts. 
[The Finance Committee, however, 


limited the scope of its proposals so that 
distribution of (1) various items of in- 
come currently subject to United States 
withholding tax, (2) tax exempt United 
States bank interest, and (3) items of 
income exempt from or subject only to 


5See Phillips, “Taxation of Foreign Estates and 
Trusts under the Internal Revenue Code of 1954,” 
4 JTAX 45 (1954); Roberts and Warren, “‘Income 
Taxation of Non-Resident Aliens and Foreign 
Corporations,” p. 10 (P.L.I., 1953). 

® Specifically, disposition of timber or coal with a 
retained economic interest (Sections 631(b) and 
(c)) and sales or exchange of patents (Section 
1235). 

7 Class 1 category of tax under Section 871. 

® Mainly, deductions are limited to the extent they 
are properly allocable to the U.S. source gross in- 
come subject to tax in Class 2. See Reg. Section 
1.871-7(c) (3). 

°Class 2 category of tax under Section 871. The 
90-day presence rules under Section 871, which 
are applicable to both Class 1 and Class 2 categor- 
ies of nonresident alien taxation, and which pro- 
vide for taxation of net United States capital 
gains on the sale of stocks or securities under some 
circumstances, would seem not to apply where the 
fiduciary is a trust company which has no branch 
in the United States and is not a subsidiary or 
branch of a United States bank or trust company. 
The rule is that if a nonresident alien is present in 
the United States for less than 90 days during the 
taxable year, net gains on capital gains transac- 
tions effected during his presence are taxable, and 
if the nonresident alien is present for more than 
90 days all such net gains are taxable. 

° Section 871. Nonresident aliens engaged in a 
trade or business in the United States are taxed 
on all United States source income regardless of 
its character in the same manner and at the same 
rates as U. S. citizens or residents. Sections 872 
and 871(c). 

il United States source capital gains do not pres- 
ently come within the concept of distributable net 


a reduced rate of tax under the terms 
of an applicable tax treaty, would not 
have been affected. These items of in- 
come could still be accumulated and 
ultimately distributed tax-free under 
the exemption and exceptions to the 
throwback rule. 

Further, since the throwback period 
would have remained unchanged at five 
years, of even the re- 
stricted forms of income subject to the 
throwback rule but without the benefit 
of the exemption and exceptions to 
the rule could still provide the basis for 
use of foreign trusts in tax planning, if 
the last five years of operation as a trust 


accumulation 


were treated as a necessary “waiting” or 
“holding” period before final distribu- 
tion could be made. During that period 
the forms of income to be realized would 
have to be restricted to those forms 
which while subject to the throwback 
rule would still qualify for distribution 
under the exemption and exceptions to 
the throwback rule. 

It is extremely significant that the 
Administration proposal for changing 
the tax treatment of foreign-situs trusts 
recognizes and confirms the present gen- 
and 
validity, and the present tax treatment 


erally accepted legal character 


and tax planning uses of foreign-situs 
trusts. 
(1) The Administration recognizes 


income, so that accumulated but undistributed 
U. S. capital gains would not appear to be subject 
to the throwback rule. See Berger, “Taxation of 
Capital Gains Realized by Trusts,” 12 Tax L. Rev. 
99 (1956). See also Section 643(a)(3) and Reg. 
Section 1.665 (6)-1(a), Example 1. 

12 The throwback rule aims at preventing the shift- 
ing of tax on trust income from high bracket trust 
beneficiaries to the lower bracket trust through 
accumulation and then later distribution in subse- 
quent years. This is done by treating any distribu- 
tion to the beneficiary of accumulated trust in- 
come of the immediately preceding five years as 
taxable to the beneficiary in the current year in a 
manner which will result in an aggregate tax ap- 
proximately equal to that which would have been 
incurred had there been a distribution of the ac- 
cumulated income in the previous years of ac- 
cumulation. 

In addition to a $2,000 exemption, the throw- 

back rule has certain well defined exceptions under 
Section 665(b), the most significant of which are: 
(1) distributions of income during the minority 
of the beneficiary; (2) amounts distributed to 
meet emergency needs of the beneficiary; and last- 
ly but most importantly (3) a final terminating 
distribution of the entire trust assets in a single 
lump sum made more than nine years after the 
date of the last transfer to the trust. 
18 The current uses of foreign trusts have been ex- 
tensively explored in the Pine and the Altman 
and Kanter articles cited in note 1. The following, 
therefore, are merely examples of three of the 
possible uses: 

(a) Speculation in U. S. Securities. A United 
States citizen can establish a foreign trust to 
speculate in foreign and United States stocks. Any 
capital gains realized, whether long or short, 
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that the “same rules apply in the tax 
treatment of United States beneficiaries 
receiving distributions from a foreign 
trust” as apply to the recipients of dis- 
tributions from a domestic trust, This 
view accords with the present Treasury 
Regulations. 

(2) The Administration recognizes 
that if a trust is determined to be a for- 
eign-situs trust it is to be treated for tax 
purposes as a nonresident 
vidual. 


alien indi- 

(3) While hedging, by saying that “the 
law is not entirely clear” on whether 
the foreign situs of a trust is to be de- 
termined on the basis of the same factors 
applicable in determining an individ- 
ual’s status as a nonresident alien, the 
Administration seems to accept as the 
present rule: “if the trustee is a non- 
resident alien individual or a foreign 
corporation,” even if the creator of the 
trust is a United States citizen or resi- 
dent and the beneficiaries are all United 
States citizens or residents, the trust will 
be recognized as a foreign trust. 

The Secretary goes even further and 
acknowledges the potential tax ad- 
vantages of using foreign trusts in tax 
planning and states that “there does not 
seem to be any effective means under 
present law of dealing with “this tax 
treatment and eliminating these dis- 
advantages.” 


would be free of United States tax. Dividends re- 
ceived on the United States stocks would be sub- 
ject to a flat 30% withholding tax. Distribution of 
the accumulated income could ultimately be made 
tax-free to the United States beneficiary. 

(b) Owning Foreign Business Operation. The 
shares of a foreign corporation conducting busi- 
ness activities abroad could be owned by foreign 
trusts established by United States citizens for 
United States beneficiaries, rather than directly. 
Current income from the foreign corporate opera- 
tion could be distributed to the trust without tax 
and reinvested by the trust free of United States 
tax. Ultimately, if the business were sold or liqui- 
dated, the capital gain which otherwise would have 
been payable by the United States citizen had he 
owned the shares of stock directly would not be 
subject to United States tax. Again, ultimately 
the accumulated income could be distributed tax- 
free to the United States beneficiary. 

(c) Licensing Patent Rights. The United States 

citizen with worldwide patent rights instead of 
licensing them himself might transfer his rights 
to foreign trusts which in turn could incorporate 
these rights in a country with a treaty with the 
United States and license the use of the patents. 
Income could flow tax-free to the trust and be ac- 
cumulated for ultimate distribution to the United 
States beneficiary, also tax-free. 
14 The Finance Committee proposal also contains 
for the first time a definition of a foreign trust as 
“trusts (created by citizens or residents of the 
United States) subject to tax under Section 871 
(or which would be subject to tax under Section 
871 if they had income from sources within the 
United States).’’ The significance and shortcom- 
ings of this definition are discussed in the Altman 
and Kanter article in Tazes cited in note 1. 
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The Secretary’s proposal for changing 
the tax treatment of foreign trusts is 
different for trusts established before 
the effective date of any new legislation 
than that for trusts established after the 
effective date of any new legislation. 

(1) Trusts created before the effective 
date. The Secretary’s proposal with re- 
spect to trusts created before the effective 
date of any new legislation is to tax “a 
United States 
in the year of distribution in 


distribution to a bene- 
ficiary ... 
an amount equal to the tax that would 
have been imposed had the income been 
The 


states that: “In effect, this proposal “is 


distributed currently.” Secretary 
an extension of the existing throwback 
rule.” 

Exactly what the Secretary is propos- 
ing, however, is not clear. He may be 
proposing a five-year throwback rule 
without exemption or exceptions (and 
presumably bringing capital gains with- 
in the scope of throwback application) 
as was previously proposed by the 
Senate Finance Committee, or he may 
that 


there be an indefinite 


throwback 


intend (or 


permanent) rule to be ap- 


plied to any distributions without ex- 
emption or exceptions, truly to be ap- 
the 


income were currently distributable. In 


plied to compute the tax as though 


the absence of a draft of proposed 


statute, the language of the Secretary’s 
recommendation is sufficiently ambigu- 
ous to admit of either possibility, and 
perhaps even others. However, based on 
that he wishes to have 


his statement 


consideration given to “a more effective 
means for dealing with this problem in 
the case of new trusts” and in view of 
the substantive proposals for such trusts 
inference 


the fairer 


the 


(discussed below), 


perhaps is that recommendation 
is for only a five-year throwback rule for 
existing trusts (which is the same as 
applies to domestic trusts under present 
law), presumably without exemption or 
exceptions. 

(2) Trusts created after the effective 
date. With respect to trusts created by 
United States citizens or residents after 
the effective date of any new legislation, 
“where substantial interest is lodged in 
U.. 3. 


suggested, as a possible solution, disre- 


beneficiaries’, the Secretary has 
garding the trust and taxing the income 
of the trust to its grantor or his estate. 
This unusual proposal appears to have 
been generated by analogy to the present 
foreign personal holding company tax 
rules applicable to a foreign corpora- 


tion, which in general tax the corporate 
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income to the shareholders whether or 
not distributed. 

It would seem that the analogy would 
have been more accurately followed had 


the Secretary proposed to tax the bene-’ 


ficiary on the trust income currently, 
whether or not distributed. It is true 
that the grantor of a foreign trust would 
seem to stand in a similar relationship to 
the shareholder of a foreign corporation, 
but this is only because they are both in 
the position of the creator of the foreign 
entity. The significant difference in the 
relative relationship of the grantor of 
a foreign trust and the shareholder of a 
foreign corporation which should not be 
overlooked for tax purposes, however, 
is that the economic benefit of the ac- 
tivity of the foreign corporation re- 
dounds to the benefit of the share- 
holder, but in the case of a non-Clifford 
trust (foreign or domestic) the economic 
benefit accrues to the beneficiary, not 
the grantor. 

The Secretary’s proposal to tax the 
grantor seems completely contrary to 
our traditional concept of who is tax- 
able on income in case of a completed 
gift. And there does not appear to be a 
very sound basis on which a foreign 
trust should be ignored as an entity if 
fide valid. The 

trust is different from a 
this sense, and it is 
recognized that 
legitimately shifted from the grantor to 
the beneficiary by use of a domestic 
trust. 


bona and otherwise 


foreign no 
domestic trust in 


well income can be 


Technical problems 


Apart from the broad policy considera- 
considered in 
with this proposal, numerous technical 


tions to be connection 
problems will be encountered. 

(a) Assuming the trust is valid and 
binding under local law, the assets of 
the trust, including any income, are 
available to the beneficiary, not to the 
grantor, the assets will not be available 
for payment of the taxes of the grantor. 
Since there would not appear to be any 
transferee liability in this situation, if 
the grantor is not in a position to pay 
the taxes on the trust income, the Gov- 
ernment may not be able to collect these 
taxes and if not, no taxes will have been 
paid by the trust, or the beneficiary. 

(b) The proposal that the trust in- 
taxed to the estate of the 
grantor raises complicated estate tax 
problems, where the grantor dies before 
the trust terminates. How far into the 
future after the death of the grantor 


come be 


is the trust income to be taxed to the 
grantor’s estate? Does the future liability 
to pay tax on trust income have to be 
valued (can it be valued?) so that the 
grantor’s estate can set up a liability on 
a present discounted basis to reduce 
the value of the estate? How is the estate 
to be closed when there is pending long 
into the future a contingent, indefinite, 
and perhaps impossible to ascertain 
liability? 

(c) What is meant by a substantial 
interest lodged in “U. S. beneficiaries?” 
Does “U. S.” refer to citizenship, resi- 
dency, both, or either? Assume that in a 
particular instance all of the benefici- 
aries who could ever take under the trust 
are at time of creation United States 
citizens or residents. When is the neces- 
sary fact of a “substantial interest” in 
“U. S. beneficiaries” to be determined— 
at the time of creation of the trust, or at 
the time of distribution when it is con- 
ceivable that the persons may well have 
changed citizenship or residency, or as 
of the time of realization of the income 
by the trust, at which time a change in 
the status of the beneficiaries may have 
also occurred? 

(d) What will constitute a “substan- 
tial interest?” Suppose there is a “spray” 
trust with numerous beneficiaries and 
complete discretionary power in the 
trustee to distribute income or princi- 
pal among the beneficiaries as he may 
see fit. Included among the beneficiaries 
are both United States and non-United 
States citizens or residents. Is there to 
be a percentage formula to determine 
whether the interest of the United States 
citizens or residents is “substantial”? 
How are contingent interests to be taken 
into account—if at all? Does the “‘inter- 
est” referred to mean an “income” in- 
terest, “‘principal’” interest, or does it 
mean both? 

Must the interest be “vested”’ or are 
“contingent” interests to be taken into 
account? For example, suppose all the 
present income and principal benefici- 
aries are non-United States citizens and 
residents, but all the contingent bene- 
ficiaries are U. S. 
—is the test met or not? 


citizens and residents 


Trusts created after effective date 

With respect to trusts created afte: 
the effective date of any legislation, the 
Secretary has suggested consideration be 
given to allowing the trust to be taxed 
domestic trust. This, of course, 
represents a sensible form of treatment, 
and would avoid virtually all of the 
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problems attendant on attempting to 
tax the trust income to the grantor. 
What is not clear though, even with re- 
spect to this proposal, is whether this 
election is to be irrevocable and whether 
the status of the trust as a nonresident 
alien is no longer to be recognized for 
any purpose whatsoever, or is to be 
ignored for the purpose of having all of 
the trust income currently taxable. 

At present, the Secretary’s proposals 
do not appear to change the United 
States tax rules applicable to foreign- 
situs trusts if created by non-resident 
aliens, even though established for the 
benefit of United States beneficiaries. 


Any attempt at this time to try to 
analyze what tax planning uses may still 
exist for foreign trusts if the Administra- 
tion’s present, somewhat vague and gen- 
eral proposals are adopted could only 
lead to some highly tentative conclu- 
sions. Such discussion, therefore, is best 
reserved until concrete proposals in the 
form of a draft of the recommended 
statutory provisions are submitted to 
Congress. Meanwhile, foreign trusts may 
continue to be popular for their imme- 
diate benefits, a large part of which may 
perhaps still be reaped in the future 
under the Administration’s pro- 
posals. * 


even 





_ New estate & gift decisions this month — 


Right to encroach on trust principal dis- 
tinguished from a power to appoint to 
oneself. Decedent, a resident of Ten- 
nessee, bequeathed stock in trust to his 
wife as trustee, she to receive the in- 
come for life with power to encroach 
upon the corpus “for her own benefit, 
at any time she sees fit.”” The Court of 
Appeals for the Sixth Circuit indicates 

:t to qualify an interest bequeathed 
in trust for the marital deduction the 
widow must have, in addition, the power 
to appoint the corpus to herself as un- 
the 


corpus as a part of her estate. The court 


quaiified owner, or to appoint 
points out that under applicable Ten- 
nessee law the widow in this case could 
not dispose of the property in question 
by gift or by appointing the corpus to 
herself as unqualified owner; the power 
of encroachment was not a broad enough 
power to qualify the bequest for a 
marital deduction. Semmes, CA-6 4/13/ 
61. 


Family agreement to abide by unsigned 
will held effective for estate tax pur- 
poses. Decedent’s father died in 1919 
leaving both an executed will and an 
will. The 
widow and children, including decedent, 


unexecuted draft of a new 
entered into an agreement to Carry out 
the provisions of the unexecuted draft. 
Pursuant to the agreement, decedent’s 
share of residue was transferred to a 
trust, she to receive income for life with 
a limited power to appoint her share of 
the remainder. At her death the Com- 


missioner determined that her interest 


in the trust was includible in her gross 
estate as a transfer subject to a power 
to alter, amend, or revoke. The court 
holds 


that decedent “inherited a life 


estate with a limited power of appoint- 
ment”, that she made no transfer sub- 
ject to retained powers and that no part 
of the trust was includible in her gross 
estate. In reaching this conclusion the 
court noted that there was no tax-sav- 
ing motive involved in the agreement 
and that the family agreement was en- 
tered into at arm’s length. Vease 35 TC 
No. 125, 3/31/61. 


Right of contribution reduces deduction 
for payment of joint tax liability. De- 
cedent’s estate paid the joint income tax 
liability of decedent and his wife and 
deducted the entire amount of the pay- 
ment from the gross estate. The Com- 
missioner disallowed the deduction to 
the extent the estate had a right to de- 
mand a contribution from the widow. 
After determining that such a right 
existed under applicable Maryland law 
the court holds that the amount proper- 
ly deductible is the amount for which 
decedent’s estate liable 
under Maryland law, as between dece- 
dent and his wife, after enforcement of 
the estate’s right of contribution. Mc- 
Clure, Ct. Cls. 4/7/61. 


the would be 


Gift of stock subject to option held not 
in contemplation of death. About a year 
before his death, the decedent, then 77 
years old, gave bank stock to his two 
daughters and four grandchildren. He 
made the gifts with the understanding 
that the donees would sell the stock to 
his nephew, the cashier of the bank, at 
a price of $200 per share. They did so. 
The court holds that the transfers were 
not made in contemplation of death. 
Factors leading to this conclusion were 
a prior oral agreement to give his 
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nephew first option to purchase the 
stock and a desire to effect an income 
tax saving in carrying out the obliga- 
tion. Carlson, DC Minnesota, 11/2/60. 


Remainder interests reduced by maxi- 
mum amounts which could be expended 
for charity. Trusts were created under 
the will of decedent’s mother for the 
purpose of erecting a public park mem- 
orial and a university dormitory at total 
costs “not to exceed” $50,000 and $200, 
000, respectively. Decedent had a vested 
remainder interest in the corpus remain- 
ing after these projects were completed. 
Reversing the district court, this court 
holds that the market value of the re- 
the 
cedent’s death should be computed on 
the assumption that the full $50,000 
and $200,000 would be expended by the 
trustees for the memorial and dormitory. 
that 
would be required to carry out dece- 


mainder interests at time of de- 


Evidence indicated such sums 
dent’s mother’s intentions as expressed 


in her will. Utley, CA-9, 5/5/61. 


Court overrules Commissioner’s refusal 
to grant extension of time for payment 
of estate tax. Decedent’s will devised his 
real estate in trust. In order to settle a 
controversy among his ten children the 
trust was terminated pursuant to court 
decree and it was decided that the real 
estate should be sold. Because of title 
difficulties, the real estate could not be 
the administrators bor- 


sold nor could 


row on it. Requests were made to the 


Commissioner to grant extensions of 
time for payment of the estate tax and 
to seize and sell the property in satisfac- 
the estate tax lien. The court 


holds that the Commissioner’s r«fusal to 


tion of 


grant an extension of time for the pay- 
ment of tax is to be set aside as an arbi- 
trary and capricious abuse of discretion. 
Interest on the estate tax was to be com- 
uted at the rate of 4% rather than 6%. 
Cury, DC Virginia 3/7/61. 


One-half value of joint trust includible 
in wife’s gross estate. Decedent and her 
husband owned real estate as tenants 
by the entirety. They transferred the 
property in trust, reserving the income 


to themselves. Upon the death of the 


husband the trust became irrevocable 
and the entire net income payable to 
decedent for her lifetime. Seventeen 


years ago the entire value of the trust 
was included in the gross estate of the 
husband as a joint interest for which he 
has furnished the entire consideration. 
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Now, upon the death of the wife, the 
Tax Court determines that one-half the 
value of the trust is includible in her 
gross estate as a transfer with a retained 
life estate. Horner 36 TC No. 36, 5/24/ 
61. 


made when trust was 
created, not when power was released. 
In 1914 decedent transferred property 
to an irrevocable trust reserving income 
to herself for life. The remainder was to 
be distributed as she should appoint by 
will and in default of appointment, to 
her next of kin as determined by New 
York law. In 1944 she irrevocably re- 
leased her power of appointment. After 


Transfer was 


her death in 1954 the Commissioner in- 
cluded the trust corpus in her gross 
estate, but the Tax Court holds that the 
transfer occurred in 1914. Since this was 
prior to March $1, 1931, the trust corpus 
is not includible in her gross estate as a 
transfer with a retained life estate. The 
transfer the 
created, not upon release of the power 
of appointment. Battle, 20 TCM 61-143. 


occurred when trust was 


Jury finds that gifts were made in con- 
templation of death. During July and 
1955, 


years of age and had heart trouble, made 


August, decedent, who was 85 
four separate gifts of shares of stock to 
his son. His wife, who had been ill, was 
hospitalized in June, 1955, and died in 
August. Decedent died in November of 
that year as a result of a heart attack. 
The Government that the 
gifts were made in contemplation of 
death jury agrees. Decedent’s 
dominant motive in making the trans- 


contended 
and a 


fers apparently was to save estate taxes, 
not to provide for his son. Robinson, 
DC New York 5/11/61. 


IRS gives method of valuing remainder 
subject to divestment by birth of issue. 
The Commissioner was asked to rule as 
to the proper estate tax valuation of a 
remainder the 
Under the 
terms of an irrevocable trust, the dece- 
dent or his estate was entitled to receive 
property on the death of the life tenant 
provided she died without issue. The 
problem 

the 


trust under 
circumstances. 


interest in 
following 


arises because at decedents 
life married 
woman aged 44, living with her hus- 
band. At the time of decedent’s death 
she had never borne a child, but she and 
her husband were believed to be still 
capable of having issue. The Commis- 
sioner noted that a remainder interest 


death tenant was a 
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which becomes operative upon the 
death without issue of a woman aged 44 
may be of considerable value but ruled 
that since the remainder interest is not 


susceptible of valuation under actuarial . 


rules, it should be evaluated in accord- 
ance with the general rules for the 
valuation of property set forth in Sec- 
tion 20-2031-1 of the Regulations. Con- 
sideration should be given to all known 
circumstances relative to the particular 
life tenant rather than to women aged 
44 in general. Rev. Rul. 61-88. 


Estate tax payment in installments per- 
mitted; decedent had been engaged in 
operating and developing oil properties. 
Forty per cent of decent’s gross estate 
consisted of working interests in oil and 
gas properties. He had been engaged in 
commercial activities of owning, operat- 
ing, exploring, and developing these 
properties as a sole proprietor. The 
Commissioner has ruled that the owner- 
ship, exploration, development, and 
operation of oil and gas properties by 
the decedent constituted a “trade and 
business” within the meaning of Section 
6166 of the Code and that the Federal 
estate tax attributable thereto may be 
paid in installments if the estate other- 
wise qualifies under section 6166. Rev. 
Rul. 61-55. 


Community interest of spouse in busi- 
ness disregarded in installment f-1yment 
of tax. The Commissioner rules that the 
community interest of a surviving spouse 
in a closely held business cannot be 
combined with the decedent’s commun- 
ity interest in order to meet the per- 
centage requirements under Section 
6166(a) to entitle the executor to elect 
to pay the estate tax attributable to the 
closely held business in installments. 
Subsection (a) of Section 6166 provides 
that if the value of an interest in a close- 
ly heid business which is included in de- 
termining the gross estate of a decedent 
exceeds either (1) 35% of the value of 
the gross estate or (2) 50% of the tax- 
able estate of such decedent, the execu- 
tor may elect to pay part or all of the 
tax in two or more equal installments. 
Rev. Rul. 61-91. 


Paymnt-of-premiums test again upheld. 
In 1941 decedent transferred to his 
children policies of insurance on his 
life. He retained no incidents of owner- 
ship. He had paid all the premiums 
prior to the transfer; all subsequent 
premiums until his death on November 


9, 1951, were paid by the children. The 
Commissioner included in decedent's 
gross estate part of the proceeds pro- 
portionate to the premiums paid by de- 
cedent. The court rules that the 1939 
Code payment-of-premiums test was 
valid and constitutional. Since decedent 
died before the elimination by the 1954 
Code of the payment of premiums test 
for the taxation of insurance proceeds, 
the court approved Commissioner’s de- 
termination that a share of the pro- 
ceeds in proportion to the portion of 
total premiums he had paid was includ- 
ible. Pritzlaff, DC Wisconsin 4/28/61. 


Power over insurance proceeds held to 
be a pre-1942 power. Decedent's hus- 
band owned two insurance policies on 
his own life. In 1935 he named his wife 
as beneficiary and their two children as 
contingent beneficiaries. He elected an 
option providing for an annuity to his 
wife for life and “the privilege for sur- 
render and withdrawal.” The right to 
change or revoke this designation was 
retained by the insured until his death 
in 1948. His wife died in 1955 without 
having exercised her privilege of sur- 
render and withdrawal. Although dece- 
dent could not have exercised the power 
until after her husband’s death in 1948, 
it was held that the power to appoint 
the proceeds was created in 1935; that 
the proceeds subject to the unexercised 
pre-1942 power were not includible in 
her gross estate. [The IRS has an- 
nounced that it will follow this decision 
(TIR-320).—Ed.] Turner, CA-8, 8/8/61. 


Lands of Osage Indians are exempt 
from estate tax. Decedents, full-blooded 
Osage Indians, each owned two parcels 
of real estate. One parcel owned by each 
was a parcel of 160 acres designated as 
his respective homestead allotment under 
the Osage Allotment Act of 1906 and 
was excluded in determining the gross 
estate. The second parcel owned by each 
was purchased with restricted funds 
under the control’ of the Secretary of 
the Interior and could not be alienated 
or encumbered without the consent of 
the Secretary. The district court held 
that each such second parcel is also 
exempt property and should be ex- 
cluded. West, DC Oklahoma 2/16/61; 
Wagoshe, DC Oklahoma 2/16/61. 


Allowance paid to widow from funds 
advanced by her fails to qualify for de- 
duction. Decedent's will provided that 
his widow was to have a life estate in all 
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his real and personal property. It was 
necessary to sell the personal property 
and use the proceeds to pay decendent’s 
debts. The widow advanced $5,500 to 
the estate and out of such sum she was 
paid $2,500 as property exempt from 
administration under Ohio law and $3, 
000 as a widow’s allowance. The court 
holds that the $5,500 does not pass from 
the decedent and that it fails to qualify 
for the marital 
CA-6, 3/13/61. 


deduction. Denman, 


Transfer from joint tenancy to tenancy 
in common was made in contemplation 
of death. On a day after decedent was 
discharged from a hospital certain prop- 
erty held by him and his wife as joint 
tenants with right of survivorship and 
for which decedent had furnished the 
entire consideration, was transferred to 
themselves as tenants in common. Dece- 
dent had been advised to make the 
transfer in order to avoid estate taxes. 
He died approximately two years later 
and the Commissioner included the en- 
tire property in his gross estate on the 
ground that the transfer was made in 
contemplation of death. The district 
court agrees that its entire value was 
includible. The transfer was not a “sale 
of the other for an 
adequate and full consideration” but 
was in contemplation of death. Harris, 
DC Nebraska, 3/10/61. 


interest to each 


Inheritance tax credit not “payment” 
for refund purposes. Decedent died on 
March 12, 1948, leaving a will which 
provided for a charitable remainder for 
Princeton University. Subsequently, in 
1949, the tax on the estate was paid 
without a deduction being taken for the 
Princeton bequest. After an audit, a 
deficiency was assessed in the amount of 
$15,199. The executors made payment 
on March 29, 1950, of $6,208 plus in- 
terest. On October 6, 1950, the Collec- 
tor of Internal Revenue granted a credit 
for New Jersey inheritance taxes in the 
amount of $8,991. On August 18, 1953, 
the executors filed a claim for refund 
based on the right to a deduction for 
the Princton bequest. The District Di- 
rector denied the claim on the ground 
that it was not filed within three years 
of payment. The executors brought suit 
for refund but the district court holds 
that the credit granted against the estate 
“payment” so as to make 
timely the refund claim. Since the claim 
for refund was made more than three 
years after “payment”, the court was 


tax was not a 


without jurisdiction and the complaint 
was dismissed. Murphy, DC New Jersey 
3/9/61. 


Interest in pension plan includible in 
employee’s gross estate. Decedent, the 
president of a corporation, had an in- 
terest in the corporation’s employees’ 
qualified pension plan at the time of his 
death. Prior to his death decedent had 
qualified for an “early retirement allow- 
ance.” Although under the plan dece- 
dent could not alienate his benefits, dur- 
ing his lifetime he had the right, which 
he exercised in favor of his wife, to 
transfer them at his death by designating 
a beneficiary of the death benefit. It is 
held that the commuted value of the 
death benefit payable to his wife is in- 
cludible in his gross estate under Section 
81l(a), of the 1939 Code. Sample, DC 
Pennsylvania 3/9/61. 


Marital deduction reduced by pro-rata 
share of taxes, debts, and expenses. De- 
cedent’s estate was insufficient to pay all 
legacies, taxes, debts, and administra- 
tion expenses. The Commissioner con- 
tended that the legacies should be abated 
under the rule generally followed in 
Minnesota, and that a portion of the 
taxes, debts, and expenses should be 
charged against the widow's legacy. The 
probate court had approved an alloca- 
tion under which nothing was charged 
against the widow’s legacy. The Tax 
Court agreed that the Commissioner’s 
method was appropriate and that the 
marital deduction should be reduced to 
reflect abatement of the widow’s legacy 
for payment of a pro-rata share of the 
taxes debts and administration expenses. 
Stevens, 36 TC No. 18. 


Award for widow and minor child fails 
to qualify for marital deduction. A 
Georgia state court awarded $25,000 for 
the support of decedent’s widow and his 
minor child. Although it has previously 
been held that the Georgia widow’s 
allowance qualifies for the marital de- 
duction, the Tax Court now holds that 
the award for the support of the widow 
and the minor child does not qualify. 
The family award statute is different 
from the statute authorizing an award to 
a widow where there are no minor 
children. The family award goes to “the 
widow and children in gross, and not 
separately” and under Georgia law if the 
widow had died shortly after the award 
had been made the surviving . minor 


child would become entitled to ali of the 
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property awarded. Accordingly, the fam- 
ily award is a terminable interest which 
does not qualify for the marital deduc- 
tion. Hailey, 36 TC No. 8. 


Partial release of power effective for 
estate tax purposes. Decedent possessed 
a pre-1942 power to appoint by will one- 
half of the corpus of a testamentary 
trust. In 1951 he executed a partial re- 
lease of the power declaring that in no 
event did he retain any right to appoint 
to himself, to his creditors, to his estate 
or to the creditors of his estate. He died 
in 1951 exercising the power. It is held 
that decedent retained and exercised 
only a limited power of appointment 
and that the trust property subject to 
the not includible in his 
gross estate. The partial release was 
sufficient to render the power non-tax- 
able. Jones, 20 TCM 61-113. 


power was 


Right to grant additional powers to 
trustee held not to be equivalent to re- 
tained right to alter. Decedent estab- 
lished an irrevocable trust in 1928 re- 
serving the right to grant additional 
powers to the trustee and also the power 
to appoint a successor trustee in the 
event the trustee should resign or cease 
to act. The Government contended that 
decedent, reserving without qualifica- 
tion the right to “additional 
powers” on the trustee, retained power 
to alter, amend or revoke the beneficial 
enjoyment of the income and principal 
of the trust within the purview of 1939 
Code Section 811(d)(2) and that the trust 
is therefore includible in his estate. It 
is held, however, that the trust is not 
includible in 
The “additional 
powers,” had such powers been granted, 


confer 


decedent’s gross estate. 


court notes that the 
would have been exercisable only by the 
trustee and that decedent did not have, 
at the time of her death, the right to 
direct or otherwise join in the exercise 
of such powers by the trustee. Although 
the decedent had the power to appoint 
a successor trustee if the trustee re- 
signed or ceased to act, no vacancy 
existed at the time of her death; there 
was no legal right in decedent to sub- 
stitute herself as a trustee nor to exer- 
cise the “additional powers” if granted. 
Winchell CA-9, 4/10/61. 


Order of county court awarding entire 
estate to widow ineffective for marital 
deduction purposes. Decedent's will gave 
his wife a life interest in his property 
and, upon her death, their son and 
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daughter were to take the remainder in- 
terest. The will was probated in the 
Steuben County (Indiana) Circuit Court, 
which court entered a decree awarding 
the the widow. The 
administratrix claimed as a marital de- 
of the 
justed gross estate, but the deduction 
was disallowed. The U. S. District Court 
holds that of the 
County Circuit Court was not binding 


entire estate to 


duction one-half the value ad- 


the decree Steuben 
on the Federal Government. The court 
says that such a decree is not effective 
for tax purposes where entered with the 
consent of the parties in a nonadversary 
proceeding. The court concludes that 
under the terms of the will the 
widow only received the life estate, her 
interest failed to qualify for the marital 
deduction. Faulkerson, DC Ind. 3/29/61. 


since 


Devise to widow of life interest in home 
qualifies for marital deduction; she 
could sell. Decedent devised a life in- 
terest in “the home place” to his wife 
with “good and full right to sell and 
convey the simple title thereto . . . and 
not account for the proceeds thereof.” 
the 


trict court agreed, that under the ap- 


The executor contended, and dis- 
plicable Missouri law the right to “sell 
and convey” without being accountable 
for the proceeds connotes power to con- 
vey title without substantial considera- 
tion; that the widow could sell the home 
place for $1.00 and, in effect, make a 
gift of the property. The court holds 
that the devise of the home place quali- 
fied for the estate tax marital deduction; 
the widow’s power of sale was said by 
the court to be. equivalent to a power 
to appoint within the ambit of Section 
812(e)(1)(F) IRC ’39 (1954 Code Section 
2056(b)(5)). Geyer, DC Missouri, 4/3/61. 


Fees paid for Tax Court contest were 
paid within assessment period and are 


deductible. Expenses incurred in ad- 


ministering property not subject to 


claims against the estate are deductible 


if paid within the time for the assess- 
ment of tax. The expenses here ruled 
upon were attorney’s fees in a Tax 


Court proceeding involving such assets. 


The IRS rules that the special rule sus- 
pending the time for assessment until 60 
days after the decision in the Tax Court 
becomes final is applicable in determin- 
ing whether the fees were paid within 
the the estate was for 


period open 


assessment. Since the payment was made 
within 60 days after the Tax Court de- 
cision became final, the IRS rules that 
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the fees may be deducted on the estate 
tax return. Rev. Rul. 61-59. 


Unmarketable claim held to have $60, 


000 value for estate tax purposes. De- - 


cedent’s exccutor brought court action 
to upset certain “agreements” by which 
decedent’s brother had acquired most 
of decedent's real estate. The estate 
eventually received real estate valued 
at $89,000 but the executor asserted that 
it would have been impossible to market 
the claim and that it should be given a 
zero valuation for estate tax purposes. 
The Tax Court holds that the claim 
had a value of $60,000 for estate tax 
purposes, commenting that “. . . in such 
a predicament we are justified in assum- 
ing the existence of a ‘hypothetical mar- 
ket’ where imaginary sales might take 
place.” and that “the impossibility of 
marketing a claim does not mean that 
a valuation will not be made or that the 
valuation will be zero.” Baldwin 20 
TCM 1961-89. 


Gifts to provide homes were not made 
in contemplation of death. Decedent 
transferred residential property to three 
children and also made gifts of cash to 
two other children to enable them to 
purchase homes. It was found that the 
important and moving cause of the 
transfers was the decedent’s desire to 
meet their special present needs; that 
each of the donations was for the de- 
finite purpose of providing a home for 
the child who received it, the need for 
which the decedent definitely recognized 
The court held 
view of the fact that none of the gifts 


in each case. that in 
were motivated by considerations that 
lead to testamentary dispositions, they 
were not includible in decedent’s gross 
estate as transfers made in contempla- 
tion of death. Boyd, DC Kentucky 3/ 
15/61. 


Cost of defending intervivos trust is de- 
ductible. Decedent had placed substan- 
tially all her property in an intervivos 
trust with a corporate trustee. After her 
death her daughter filed a suit to set 
aside the trust agreement on the ground 
that decedent did not possess sufficient 
mental capacity to comprehend the na- 
ture and effect of her act. In connection 
with the litigation, the trustee paid 
court costs and attorneys’ fees and made 
a special charge for extraordinary serv- 
ices. The court holds that all such pay- 
ments were expenses incurred in the 
administration of property not subject 


included in 


to claims the decedent's 
gross estate and deductible under Sec- 
tion 2053(a) in computing the estate 
tax. Central Trust Company of Cincin- 
nati, DC Ohio 3/29/61. 


Bonus paid by employer to widow ex- 
cluded from gross estate. Decedent had 
entered into an employment contract 
which provided that in the event of his 
death while in the employ of the com- 
pany it would pay his widow the amount 
of his basic salary. At the time of his 
death he was receiving a salary in the 
amount of $18,000 per year. The com- 
pany had customarily paid bonuses an- 
nually and for at least ten years be- 
fore his death, decedent had received 
an annual bonus of $12,000 per year. 
After his death the directors voted to 
pay his widow $12,000 in addition to the 
$18,000 to be paid to her under the 
contract. The Government contended 
that the entire $30,000 should be in- 
cluded in decedent's gross estate as prop- 
erty in which decedent had an interest. 
The court holds that the $18,000 was in- 
cludible as a transfer under Section 
811(c)(3) of the 1939 Code. The contract 
with the employer was a transfer taking 
effect at death. It was not a property 
right under 811 (a). 
There was no actual fund in which the 
decedent had an interest. The $12,000 
bonus payment was not includible in 


taxable Section 


decedent’s gross estate. The decedent 
had no contract right to the $12,000 
nor had he ever made any transfers of 
it. Worthen, DC Massachusetts 4/3/61. 


Contribution to university to enable 
teacher to engage in independent re- 
search is a taxable gift. Taxpayer, an 
individual, forwarded a sum of money 
to a university with specific instructions 
that it be disbursed by the university to 
a professor at the university, to enable 
him to engage in certain research and 
study in his particular field for a speci- 
fied period. During the period of re- 
search and study, the professor was on 
leave from the university; received’ no 
pay or other remuneration from its gen- 
eral funds; was not under any employ- 
ment agreement or contract nor was he 
obligated to make reports to or render 
services for either the university or the 
taxpayer. In this situation the Commis- 
sioner rules (a) that the amount received 
by the professor is not includible in 
his gross income for Federal income tax 
purposes; (b) that the gift was, in effect, 
made to him, an individual, and is not 
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deductible as a contribution to the Uni- 
versity and (c) that the amount involved 
is subject to Federal gift tax. According 
to the Commissioner, the university 
merely acted as a conduit to disburse the 
funds to the professor for the taxpayer. 
Rev. Rul. 61-66. 


Exclusions lost because of trustees’ 
power to use income for repairs, im- 
provements, and amortization of mort- 
gage. In 1954 taxpayer transferred two 
parcels of real property as a gift in trust 
for the benefit of each of his three adult 
daughters. The net income from the 
trust property was to be paid in equal 
shares to the three daughters and the 
corpus of the trust was to be distributed 
equally to the daughters fifteen years 
the date of the agreement. The 
agreement gave taxpayer no right to 
amend but, nevertheless, and the 
entered supplemental 
agreement in which the term “net in- 


from 


he 
trustees into a 
come” as used in the original trust agree 
ment was defined as “such cash net in- 
come as equals the excess of rents and 
other income to the trust corpus over 
and above disbursements and operating 
expenses and monies paid for amortiza- 
tion of any mortgages involved.”” The 
agreement also authorized the trustees 
to repair and improve the trust property 
and to charge any expenses against prin- 
cipal or income. The court holds that 
gift tax exclusions are not allowable in- 
asmuch as the present interests of the 
valued 
with reasonable certainty. The powers 


three daughters could not be 
given the trustees to divert income from 
the beneficiaries to amortize the mort- 
gage, to repair and improve property, 
etc., made definite valuation impossible. 


Fischer, CA-3, 4/13/61. 


Surrender of community interest not 
taxable as gift. Decedent elected to take 
under her husband’s will and permitted 
the inclusion of her one-half interest in 
trust 
created by her husband's will. The Tax 


their community estate in the 
Court determines that the surrender of 
her community interest was considera- 
tion for the offer made in the will and 
that the value of her contribution to the 
trust was her one-half of the community 
property as reduced by the value of the 
life estate in the entire community in- 
terest. Using this method of computa- 
tion her contribution was found to be 
less than the value of the life interest 
she received under the will; there was 
no taxable gift. Turman, 35 TC No. 116. 
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New decisions: income taxation of trusts 


Payments made by corporation are divi- 
dends; but beneficiaries of trust hold- 
ing stock are not taxable. A trust was 
created by a father for the benefit of his 
daughters. The entire corpus was all of 
the stock of a corporation of which the 
father was president. The trust was de- 
clared to be irrevocable. A judgment was 
later obtained against the father on a 
matter arising before the creation of the 
trust. As the father could not pay and 
there was a strong possibility that the 
trust could be set aside as a fraudulent 
conveyance, the trustees obtained court 
permission for the father to receive a 
series of loans from the corporation and 
for the trustees to agree with the credi- 
tor to preserve the assets of the trust. 
The father used the loans to pay the 
judgment. The Tax Court holds the 
loans to the father, none of which were 
repaid, are dividends to the trust, but 
the The 
corporation’s direct payments to the 


beneficiaries are not taxable. 
father served the interest of and bene- 
fited the trust. Although the trust instru- 
ment unconditionally required the net 





distributions based on 
member’s hours worked not a patronage 
dividend. The IRS rules that a 
exempt cooperative’s distributions to its 
the 
worked by members for the cooperative, 
are not true patronage dividends and 
are 


Cooperative’s 
non- 


members, based on man-hours 


not excludable from its gross in- 
come. A true patronage dividend is a 
deferred price adjustment. These were 
not such dividends, notwithstanding any 
local law that work performed as a 
member of a worker’s cooperative is 
deemed patronage of the cooperative. 
Rev. Rul. 61-47. 


Income from cattle “lease” is capital 
gain; part of herd not held for breed- 
ing determined. Taxpayers’ partnership, 
the owner of a herd of cattle, entered 
into a “lease” agreement” with a third 
party who was to operate the herd and 
receive half of the profits on sales. The 
Commissioner contended that taxpayers’ 
proceeds from sales were ordinary in- 
come as rental under the agreement and 
also that part of the herd was not held 
for breeding purposes but for sale in the 


New miscellaneous decisions this month 





income to be distributed to the bene- 
ficiaries, under local law these payments 
are necessary management expenses and 
left no net income to be distributed. 
Makransky, 36 TC No. 45. 


Life tenant selling property for remain- 
dermen’s benefit must file fiduciary re- 
turn. Under her deceased husband's will 
taxpayer received an interest in prop- 
erty for life, or until remarriage. After 
death or remarriage the property was to 
pass to certain remaindermen. Taxpayer, 
empowered to sell the property, was re- 
quired to hold and conserve the prop- 
erty, or the sales proceeds thereof, for 
future the remainder- 
men. In the taxable year taxpayer sold 
the property at a substantial gain. The 
Internal Revenue Service rules that the 
taxpayer should report the gain on a 


distribution to 


fiduciary return (Form 1041) and not on 
an individual return. Taxpayer, as life 
tenant, was in effect a trustee for the re- 
maindermen. A trust relationship existed 
as a result of the terms of the will. Rev. 
Rul. 61-102. 


ordinary course of business. The court 
holds for taxpayers on the first issue. Re- 
gardless of the label of the agreement, 
the income was the product of the sale 
of the The 


pay 


“lessee” was 
rent. Further, 
under state law, the agreement did not 


animals. not 


obligated to any 
divest the partnership of ownership so 
the 12 
On the second issue, the court holds par- 


month holding period is met. 


tially against the taxpayers, since more 
than two-thirds of the heifers were sold. 
On the facts, only those heifers over 24 
months old and all the bulls were held 
for breeding purposes. Vaughn, 36 TC 
No. 37. 


No depreciation on inventory livestock. 
The Government did not accept tax- 
payer's method of inventorying live- 
stock. Taxpayer then agreed to treat the 
livestock as a capital asset beginning 
with 1945. However, taxpayer could not 
depreciate the livestock held before 
1945. The deduction for decrease in 
value will be reflected through the in- 
ventory of these animals. Visintainer, 
DC Colo., 2/24/61. 
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Pomona ruling seen as poor policy and 


probably not within powers of IRS 


by HERMAN L. TRAUTMAN 


Rev. Rul. 60-370 has probably succeeded in achieving the IRS’ purpose in issuing 


it: dampening the promotion of gifts of remainders in appreciated property to 


exempt institutions who sell the gift property and invest the proceeds in munici- 


pals. However, as Professor Trautman sees it, there is little logic in singling out 


this particular gift to charity, and, though the extension of its rationale might 


bring tax on all gifts of appreciated property, he sees little likelihood of this 


because the ruling seems to him to go beyond the powers of the IRS and is unlikely 


to be sustained by the courts. 


Fe TO CHARITY of assets whose fair 
market value exceeds the donor’s 
basis have been treated as twice blessed 
for a long time by our tax laws. The 
donor receives a deduction against his 
for the 
market value, and he does not have to 


ordinary income current fair 
report his “unrealized” gain as gross 
income. The Treasury regulation merely 
provides that the amount of the deduc- 
tion is determined by the fair market 
value of the property at the time of the 
contribution; it does not say that the 
gift itself is not a realization of that part 
of the value which equals the apprecia- 
tion of the property over its basis. But 
taxpayers and the Treasury have long 
acted as though this were the unstated 
consequence of the regulation, and a 
proposed statutory change limiting the 
deduction to the donor’s cost was ap- 
parently rejected by the Congress in 
1938. The double blessing rule has ac- 
cordingly evolved and been accepted as 
a proper implementation of the con- 
gressional policy favoring charitable gifts 
by lower court decisions, revenue rul- 
ings, and texts. It would seem unlikely 
that the Treasury would attempt to tax 
the gift as a realization of income or to 
amend the regulation so as to limit the 
deduction to cost without congressional 
permission, and this seems true despite 
the fact that much of what Mr. Justice 
Stone wrote in the Horst case fits the 





charitable gift of appreciated property 
rather precisely. 

A completely different congressional 
tax policy, not at all connected with the 
policy to encourage the work of char- 
itable institutions, is that which ex- 
cludes from gross income the interest on 
state and local obligations. 


Pomona plan 


Out of these two separate and unre- 
lated tax policy decisions, however, 
there has evolved a dramatic and pop- 
ular recent method of giving to charity. 
Referred to variously as the “Pomona 
Plan” or “Tax-Free Life Income Plan,” 
these tax benefits were often advertised 
in the leading financial newspapers and 
magazines as follows: (1) eliminate all 
tax on capital gain; (2) obtain tax-free 
income for life; (3) receive 30% contri- 
bution credit; (4) reduce your income 
tax; (5) have more spendable income; 
(6) provide income for your survivor; 
(7) establish a memorial fund in your 
name at the college; and sometimes (8) 
how to make money by giving it away 
—to charity. The essential elements of 
the plan are (a) the gift of substantially 
appreciated property—which frequently 
provides little or no income—to a char- 
itable institution, under an arrangement 
in which the charity will (b) sell the 
property for the current market value 
and invest the proceeds in tax exempt 





bonds, (c) pay the income received to 
the donor for life, and (d) provide a 
legal (as distinguished from an equi- 
table) remainder to the charity. While 
different kinds of life income arrange- 
ments can be made with various char- 
itable institutions involving annuities 
and lilfe income contracts, the clearest 
and most popular plan uses the ir- 
revocable intervivos trust concept with 
a retained life income interest to the 
donor. Generally the transfer is to the 
university or other charity in trust to 
pay the income to the donor for life, 
or to the donor and his wife for the 
life of the survivor, the trust to ter- 
minate at the death of the owner of the 
income interest, with a legal remainder 
to the charity. It is important that the 
remainder gift is a legal remainder and 
not an equitable remainder in order to 
qualify for the extra 10% deduction al- 
lowed by Section 170(b)(1)(A) so that a 
total of 30% of adjusted gross income 
can be deducted. According to the Com- 
mittee Report the additional allowance 


does not apply to payments to a trust | 


under which a charity otherwise quali- 
fying for such allowance is a_benefi- 
ciary. 


As the advantages of this type of } 


plan became better known, it was un- 


derstandable that more charitable insti- | 


tutions began to offer it and in some 
instances advertise it. The Revenue 
Service became quite concerned over its 
increasing popularity. Finally, the Serv- 
ice ruled on December 5, 1960, in Rev- 
enue Ruling 60-370. The head-note sum- 
marizes the ruling as follows: 

Where a taxpayer transfers appreci- 
ated securities or other property to a 
tax-exempt organization, trustee, 
which is under an express or implied 
obligation to sell such property and in- 
vest the proceeds in tax-exempt securi- 
ties, or exchange the transferred proper- 
ty for tax-exempt securities, and to pay 
the income therefrom to the transferor 
(and a secondary beneficiary for life, if 
any,) with the trustee acquiring a re- 
mainder interest in the trust corpus, the 
gain from the sale or exchange of the 
transferred property by the trustee is 
includible in the gross income of the 
transferor. Tax-exempt income realized 
from trust investments and distributed 
by the trustee to the transferor benef- 


as 


ciary or to the secondary beneficiary re- ; 


tains its exempt status in their hands. 


The scope of 60-370 


In the fact situation postulated by the 
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[Herman L. Trautman is professor of 
Law at Vanderbilt University. A longer, 
fully footnoted treatment of this sub- 
ject appeared in the Vanderbilt Law 
Review for March 1961.) 





ruling, the university, as trustee, was 
under an express obligation to sell or 
exchange the appreciated property 
transferred and to purchase tax-exempt 
securities. From this it was reasoned 
that “in substance, the transferor did 
not give the trustee appreciated proper- 
ty to hold in trust, but rather, gave the 
trustee the proceeds of the sale or ex- 
the property which the 
trustee was required to consummate.” 
Accordingly, it was held that the trans- 
feror realizes the gain and that it is 


change of 


to be included in his gross income in 
the taxable years that the sale is made 
by the university. The ruling goes on to 
state that while in the instant case the 
university, as trustee, was under an ex- 
press obligation to sell the appreciated 
property transferred in trust, an obliga- 
tion to sell or exchange may also arise 
by implication. “For example, a tax- 
payer may transfer appreciated property 
to an educational or charitable organiza- 
tion in reliance upon advertisements or 
brochures stating that the organization 
will sell such property and invest the 
proceeds in tax-exempt securities, or ex- 
change the property for tax-exempt 
securities, 

rhe ruling strikes deeply at the policy 
favoring charitable while 
leaving the policy favoring the exemp- 
tion of municipal bond interest com- 
pletely unscathed. It does this by as- 
serting that a gift of appreciated prop- 
erty is a realization of gross income 
when the circumstances are such that 
the trustee might be considered under 
an obligation to sell the gift property, 
and then only when the obligation of 
the trustee is to purchase tax-exempt 
securities. Thus it appears that the pur- 
pose and scope of the ruling is to at- 


deductions 


tack only those situations where the 
agreement between the donor and the 
charity is for the purchase of tax ex- 
empts. But why, pray tell, should these 
parties not be allowed to contemplate 
and arrange for the purchase of tax 
exempts by the trustee as much as any 
other investor? If tax exempt income is 
the real concern of the IRS, should it 
not be as much or more concerned about 
all investments in securities as 
about the small amount arranged for 
by donors to charity? To the extent that 


such 


an investor changes from a growth stock 
to tax exempt interest bond, he has 
traded inflation protection for income 
to spend, a basic change in investment 
purpose. This is not a change in purpose 
which is limited to donors to charity. 
If, on the other hand, the concern 
of the Service is not limited to the tax 
exempt interest element in the life-in- 
come trust plans of charities, a very 
serious threat is posed to the scope of 
the present policy concerning the char- 
itable deduction, in which Revenue 
Ruling 60-370 would seem to be only 
the first step. Indeed, it could be even 
broader than the charitable deduction! 
The threat is an extension of the Horst 
principle that a gift of appreciated 
property is a realization of income to 
the donor. If the principle that a gift 
of appreciated property is a realization 
of income is to be asserted by the Serv- 
ice, it would seem that it would be 
applicable to all gifts. Why should the 
Service be interested only in tax exempt 
income trusts? Suppose the parties agree 
that the trustee will invest the gift in a 
balanced mutual fund? Suppose the 
donor expresses a preference for an- 
other investment calculated to produce 
primarily income to the beneficiary? Is 
not the “obligation” of the trustee as 
much in one case as in the other? If the 
Service can say that an arrangement for 
investment by the trustee in tax ex- 
empts is a realization, it would seem 
clear that it can say that an arrange- 
ment for any other type of investment 
program for the trust results in a realiza- 
tion of gross income by the donor of 
appreciated property, and this seems 
only a “hair-breadth” away from assert- 
ing that every gift of appreciated proper- 
ty is a realization of income. Published 
rulings are issued by the Internal Rev- 
enue Service and only important prob- 
lems or cases are considered by Treas- 
ury officials. While we are not advised 
whether Revenue Ruling 60-370 has 
been considered by Treasury, it would 
seem that the important tax policy 
changes implicit in it—realization gener- 
ally, the scope of the charitable deduc- 
tion, and the relation of these two items 
to the policy concerning tax exempt in- 
terest — are broad political tax policy 
problems for which the President and 
the Congress should take the responsi- 
bility. Because in- 
much broader and more 
important significance than the use of 
life-income arrangements by charities to 
encourage contributions, it seems ques- 


the policy issues 


volved have 
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tionable whether or not it is a proper 
function of a revenue ruling to take 
action to effectuate a change in policies 
of such scope. 


Personal « 


Obligation to convert to exempts 


A careful study of the ruling makes 
clear that it limits itself to situations 
where the charity is under an obliga- 
tion (1) to sell the transferred property 
and (2) to purchase tax exempts. No 
doubt the advertisements of the char- 
itable institutions to encourage this 
type of giving led to the drafting of 
trust instruments in which the trustee is 
expressly obligated to sell and invest 
in tax exempts. It seems clear that it 
is the obligation to do these things that 
will cause the Service to apply its new 
principle of realization; and the Service 
forewarns that it will not limit its ac- 
tion to trust instruments in which the 
obligation is expressed; since “it may be 
necessary to go beyond the trust instru- 
ment to determine whether there is an 
obligation, either express or implied . . . 
no advance rulings will be issued as to 
whether there is such an obligation.” 
Instead, the Service will attempt to de- 
termine whether the transfer was made 
in reliance “advertisement or 
brochures” from which an obligation 
might be inferred. 


upon 


Does this mean that every gift of 
appreciated property to a charity under 
a life-income trust will result in the 
income to the donor in 
any year in which the trustee invests in 


realization of 


tax exempts? Suppose there is no ex- 
press obligation to do so? Suppose a 
bank or other independent trustee is 
named? Does this ruling have the effect 
of forbidding investments in tax ex- 
empts by trustees, at the threat of im- 
posing a special tax burden on the 
donors of remainder interests to char- 
ities? It is apparent that the Service 
wants to charitable institutions 
from entering into tax-exempt income 


stop 


arrangements as a method of encourag- 
ing gifts; and it is rumored that in the 
case of any such plan, when the trustee 
invests in tax exempts, the Service will 
assert an implied obligation to do so 
and try to make the taxpayer prove 
otherwise. 

It is generally regarded as the duty 
of the trustee to invest trust funds in 
such a as to receive an income 
without improperly risking the loss of 


way 


the principal, thus having due re- 
gard for both the interests of the in- 
come beneficiaries and those of the 
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corpus-remainder beneficiaries, Also, it 
has been the law of trusts for many years 
that the powers and duties of the trustee 
in making investments, like his other 
powers and duties, can be regulated by 
the terms of the trust instrument. 

The kernel of Revenue Ruling 60- 
370 is the statement that “in substance, 
the transferor did not give the trustee 
appreciated property to hold in trust, 
rather, the trustee the 
ceeds of the sale or exchange of the 


but, gave pro- 
property which the trustee was required 
to consummate.” The narrow question 
this statement is 


whether the obligation—express or im- 


of law raised by 
plied—(1) to sell the gift property, and 
(2) to invest in municipal bonds justi- 
the IRS of 


agency law for trust law. It is believed 


fies the substitution by 
that it does not do so because of the very 


considerable amount of trust manage- 
ment remaining to be exercised by the 
trustee. There is the timing problem of 
when to sell the gift property; and, 
more important, there is the selection 
problem of which of the hundreds of 
pur- 


chased, and at what prices. Investment 


tax exempt securities should be 
experience will teach that losses as well 
as gains can be sustained by invest- 
ments in tax exempt securities even as 
in the case of corporate bonds, equity 
investments, real estate or any other 
preferred class of investments; certain- 
ly the trustee can make good, bad or 
only fair selections, depending upon his 
skill, 


good luck! 


judgment, sense of timing, and 


Also, since the ruling requires both 
(1) an obligation to sell the gift proper- 
ty, and (2) an obligation to purchase 
would seem to be 
that (1) 


is not a sufficient basis for substituting 


tax exempts, there 


an implicit admission alone 
agency law for trust law. It is neverthe- 
less difficult to understand what logical 
connection there is between an ex- 
pressed preference for one type of in- 
vestment and the question of whether 
the the trustee 


realized the gain from the sale. 


or not settlor or has 

While the express obligation to sell 
and invest the entire proceeds in tax 
exempts seems to be naive and unsophis- 
ticated, it is not very much more than 
what the prudent man rule on trust in- 
vestments would seem to require with- 
out an express direction. This is illus- 
trated by the typical case, as stated 
above, where the gift property is fre- 
quently low income growth stock, and 
the life tenant is a person who, because 
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of his age, future earnings expectancy, 
or family situation, needs to shift his 
investment program from a growth pur- 
pose to the production of spendable in- 
come. A trustee in such a situation 
would probably be criticized and per- 
haps surcharged if he did not consider 
investing a substantial part of the corpus 
in tax exempts, because it is likely this 
would be a most efficient performance 
of his investment duty to both the 
income beneficiary and the remainder- 
man. The law of trusts obligates the 
trustee to make “such investments as a 
prudent man would make of his own 
property having in view the preserya- 
tion of the estate and the amount and 
regularity of the income to be derived.” 
(Restatement, Trusts 2d 227(a)). 

The direction to 
municipal bonds does not seem to be 
any different from an express direction 
to invest in rental real estate, high grade 
corporate blue-chip 
stock or any other preferred clasisfica- 


express purchase 


bonds, common 
tion of investments. The remaining area 
of fiduciary management and skill is 
such that the trustee does not seem to 
the category as a 
servant or agent who is directed to per- 


be in same mere 
form a chore as the alter ego of the 
grantor. The protection of both the life 
income interest and the remainder in- 
terest would seem to require the inde- 
pendent judgment of a trustee. 

Where the trust instrument does not 
expressly obligate the trustee to invest 
in tax exempt bonds, the case for the 
new rule of realization would seem to 
be even more difficult. Suppose the 
trustee sells the gift property and in- 
taxable income securities for 
than three and then 
changes to tax exempts. In what year 
it be said that the gain 
“realized”? Suppose the trustee invests 


vests in 
more years, 


would was 
only a portion of the trust principal in 
tax exempts in each of several years? 
It seems unlikely that the 
will be successful in the courts in sub- 


Service 


stituting agency law for trust law be- 
cause of an obligation to invest in muni- 
cipal bonds. The IRS certainly has no 
authority to forbid a trustee to make ap- 
propriate trust investments, and there 
no rational basis for 
posing a special tax burden in this case 
under existing congressional tax poli- 
cies. 


seems to be im- 


677(a) and 671 
677(a) provides that the 
grantor-donor of a trust shall be treated 


Section 


as the owner of any portion of a trust 
whose income is or may be distributed 
to the grantor. Section 671 and the 
Treasury Regulations construing it pro- 
vide that if a grantor is treated as the 
owner of any portion of a trust, he 
takes into account in computing his 
income tax liability those items of in- 
come, deduction and credit, including 
capital gains and losses, attributable to 
his portion, as if the trust had not been 
in existence during the period he is 
treated as the owner of it. Can Revenue 
Ruling 60-370 be sustained on the basis 
of these two sections of the Code? 

The key words in Section 677(a) are 
“any portion.” If the transferor should 
be treated as the owner of the entire 
trust because he is the recipient of the 
entire “income” as defined by the state 
law of trusts, then the gain on the sale 





of the transferred property would in- | 


deed be taxable gain to him, and this 
would be so entirely apart from any 
obligation of the trustee to sell the 
property or to buy tax exempt secur- 
ities. The transferor is 
of the entire trust, he 
given the remainder interest away, so 
that he is the owner of only the life- 
income interest. The income and gift 
have followed the state law of 
trusts in this instance. Accordingly, for 


not 


however; has 


taxes 


purposes of the income tax the trans- 
feror is not treated as the owner of the 
entire trust, but, rather, as the owner 
of only the life income interest as de- 
fined by the state law of trusts. The 
Treasury Regulations provide in this 
that the 
include the capital gain realized upon 


situation grantor should not 
sale by the trustee because “that is not 
attributable to the portion of the trust 
that he owns.” 

Because of the above Treasury inter- 
pretations of Sections 677(a) and 671, the 
Internal Revenues Service puts its 
emphasis in Revenue Ruling 60-370 on 
the obligation of the trustee and on the 
argument that the sale was in effect a 
sale by the transferor, and a realization 
of the gain by the transferor. Such an 
argument on realization also would be 
necessary to the Service in cases where 
the trust instrument 
come to be distributed to someone other 
than the grantor. How far does this 
argument go? Suppose a sole proprietor- 
ship with appreciated inventory incor- 
porates. Clearly it is expected that the 
inventory will be sold. Does this mean 
the proprietor must recognize the in- 


come? Presumably not. 
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By its terms, Revenue Ruling 60-370 
does not apply to life income arrange- 
ments offered by charities where there 
is no obligation to invest in tax exempts. 
Accordingly, the prior established policy 
which holds that a gift of appreciated 
property is not a realization of income, 
that the 
charitable deduction 


is entitled to a 
the present 
value of the future remainder interest 


and donor 


for 


is not changed with respect to other 
life income arrangements. In order to 
formulate a perspective on the probable 
impact and significance of the ruling, 
it might be helpful to consider briefly 
the other types of life-income arrange- 
ments currently available to donors from 
charities. 

Chere are three basic types of char- 
itable gift agreements which have been 
calculated to preserve or increase the 
spendable income of the donor for life, 
or for joint and survivor lives. They 
are (a) the gift-annuity, (b) the life- 
income contract, and (c) the retained 
life-estate in trust. 


The gift annuity 

\ gift-annuity from a charitable insti- 
tution may be defined as a gift to the 
charity subject to an agreement by the 
institution to pay a fixed dollar sum to 
the annuitant. The amount of the trans- 
fer to the institution may be considered 
as the sum of two parts: (1) a donation 
to its charitable work, plus (2) a single 
premium for a life annuity. It is the 
oldest life-income arrangement and, ap- 
parently because it has been in use for 
several generations, it still represents 
the largest number of income arrange- 
ments in effect, 

When a gift is made to charity sub- 
ject to an annuity, the amount of the 
the difference 
and the 
present value of the annuitant’s right 


charitable deduction is 


between the sum transferred 
to receive payments, such value to be 
computed with factors used by reputable 
commercial life insurance companies. If, 
however, the donor transfers appreciated 
property, the transaction also results in 
the realization of a capital gain taxable 
to the extent that the present value of 
the annuity exceeds the taxpayer’s basis 
for the property. This will be handled 
as a private annuity, so that the tax- 
payer’s basis is recovered first from the 
annual amount excluded, after which 
this amount is taxed as capital gain for 
number of equal 


a sufficient years to 


the total capital gain realized; there- 


after the amount equal to the exclu- 


sion ratio will not be taxed. 

A number of charitable institutions 
have found that “gift annuities can be 
millstones rather than life-preservers.” 
When a charitable organization binds 
itself to pay an annuitant a fixed annual 
sum during his life, it is taking the 
risk that the annuitant might live long 
enough to exhaust the principal and in- 
come which the charitable organization 
received. This could hazard the charity's 
tax exempt status. There are also prob- 
lems concerning the spread of their risk 
over too small a number of lives, merg- 
ing annuity funds with general funds, 
and concern over proper annuity ac- 
counting practices and the applicability 
of state law concerning the maintenance 
of reserves. 


The life-income contract 


the 
terms of which the charity accepts either 


This is an arrangement under 
a principal sum or property at market 
value and agrees to invest it with the 
organization’s general endowment funds. 
The charitable organization pays to the 
donor, or his appointee, an income for 
life, determined by the average yield on 
the organization’s general endowment 
clear, however, 


funds. It would seem 


that in a life income contract, as dis- 
tinguished from a retained life estate 
in trust, the charity may commingle and 
the donor owns no estate or property 
right in the assets of the charity. In- 
stead, the donor owns an in personam 


contract right to receive an income 
equal to the average yield on the gen- 
eral endowment funds. 

The donor under the life income con- 
tract is entitled to a charitable deduc- 
tion for the present value of the legal 
remainder interest given to the charity, 
and under this arrangement there should 
be no problem about qualifying the 
gift for the additional 10% allowed by 
Code Section 170(b)(1)(A) because the 
the charity and not in trust 


the charity. Unlike the 


gift is “to” 
“for the use of” 
gift annuity, the entire income of the 
life income contract seems to represent 
taxable income to the recipient. When 
appreciated property is transferred, it 
has not been treated in the past as a 
realization of gain. While the gift an- 
nuity pays a fixed dollar amount, and 
the life income contract pays a variable 
amount, this difference would not seem 
to be sufficient to justify a distinction 
upon the question of realization. 

As opposed to the retained life estate 
in trust, it would not seem possible to 
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arrange for the receipt of tax exempt 
income under a true life 
tract. The the 
would be purely in personam against 


income con- 


rights of beneficiary 
the charity to receive an income pay- 
ment equal to the average yield on its 
The 


would not apply, and it would seem 


general endowment: trust rules 
neither feasible nor desirable to appor- 
tion the amount paid each year into in- 
terest, dividends, rent, etc., in propor- 
tion to the total of each category com- 
prising the charity’s total income. 
Under this type of arrangement the 
donor will receive a higher yield than 
on the gift-annuity. Because of the com- 
mingling of the gift with general endow- 
ment funds, the amount received an- 
nually seems closer to a corporate divi- 
and 
therefore fully taxable; and for a like 
reason, the question of realization of 


dend than a trust distribution, 


capital gain seems to be closer to that 
in the case of the gift-annuity than it 
is to that in the case of the retention 
life This 
plan has been the easiest for the charity 


of a estate in a trust fund. 
to administer, however, because it can 
commingle the funds and not be con- 
cerned with problems of fiduciary ad- 
ministration. There is rumor, however, 
that the 


considering a suggestion that the com- 


Internal Revenue Service is 
mon investment of life income gifts by 
charities constitutes an association tax- 
able as a corporation. Whether or not 
this is limited to life income contracts 


of the type discussed here is not clear. 


The retained life estate in trust 

While administrators of charities ap- 
parently do not always distinguish this 
arrangement from the life income con- 
tract, upon analysis there is in fact very 
little similarity between the two. The 
donor transfers cash or property to a 
trustee who holds the legal title to the 
the 
who are said 


assets in trust for benefit of the 


beneficiaries, to own the 
equitable title to the trust assets. The 
remainder interest can be either equita- 
ble or legal, and, as indicated early in 
this paper, care should be taken to make 
the remainder legal in order to qualify 
the 10% de- 
duction. Under this arrangement it is a 


for additional charitable 
breach of fiduciary duty as trustee for 
the charity to commingle the trust funds 
with its own general endowment funds; 
it is the duty of a trustee to keep the 
trust property separate from other prop- 
erty and to properly designate it as the 
property of the trust. 





90 + The Journal of Taxation * 


The income tax consequences of trust 
distributions to beneficiaries are very 
different from those in either the gift- 
annuity or the in personam life income 
contract. The most important difference 
with respect to the trust beneficiary is 
that the income distributed to him each 
year has the same character in his hands 
as in the hands of the trustee. Accord- 
ingly, the beneficiary’s trust income con- 
sists proportionately of dividends, rent, 
interest, and tax-exempt interest in pro- 
portion as each class bears to the total 
trust income. The charity as a trustee 
is required to file a fiduciary income tax 
return even though it has paid out all 
the income. The powers and duties of 
the trustee in making investments, like 
his other powers and duties, can be regu- 
lated by the terms of the trust. 

Charitable institutions prefer outright 
gifts to gifts with a reservation of in- 
come. The recent survey by the Amer- 
Council Education indicated 
that for the last fiscal year gift annuities 
amounted to less than one per cent of 
the total value of gifts received by the 


ican on 


reporting institutions, and life income 


arrangements amounted to less than 
seven per cent of total gifts received. 
Life income plans are simply an addi- 
tional method for encouraging gifts and 
increasing the general endowment funds 
The charities also 
recognize that the life income plans en- 


of the institutions. 
modest means to make 
larger gifts than would have been pos- 
sible by the outright gift method. 

If it is valid, Revenue Ruling 60-370 
will destroy the best “salesleader” for 


able donors of 


advertising that charities have ever had. 
It will effectively frustrate an important 
method of giving on the part of older 
individuals who are desirous of making 
gifts to educational institutions before 
they die. Because of this it is indeed sig- 
nificant that President Kennedy’s Special 
Task Committee 
has recommended that this ruling be 


Force on Education 
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withdrawn in order to encourage con- 
tributions to educational institutions. 
The Committee believes that rescission 
of the ruling will demonstrate to colleges 


and universities and to philanthropically - 


inclined individuals that the Kennedy 
Administration is anxious to do all in its 
power to stimulate private giving in 
support of educational institutions. 


Conclusion 


It is believed that Revenue Ruling 
60-370 will not be sustained as a proper 
interpretation of the revelant sections 
of the Internal Revenue Code. It seeks 
to substitute agency law for trust law 
because of the expressed preference for 
investment in tax exempt securities, 
even though there remains a very large 
area for exercise of fiduciary manage- 
ment and skill. Unfortunately its very 
existence will irreparably damage and 
retard the efforts of charities to attract 
donors who might not otherwise be in- 
terested in making lifetime gifts to 
charity. It is further believed that the 
recommendations of the Special Task 
Force Committee on Education should 
be adopted by the President, and action 


taken through the Secretary of the 


Treasury to request the Internal Rey- 
enue Service to revoke the ruling. The 
extent to which the work of educational 
and other charitable institutions should 
be either encouraged or limited by a 
tax deduction, and the proper relation 
of this deduction to the exclusion of 
municipal bond interest are important 
tax policy problems for the changing of 
which the President and the Congress 
have the political responsibility. It does 
not seem reasonably within the scope of 
interpretation of the law to assert a 
new and special rule on realization 
which effectively changes existing tax 
policy. 

This is not to say that the exemption 
of state and local bond interest should 
be continued, or that the principle of 
the Horst case should not be extended 
to gifts of property which have ap- 
preciated in value. Rather, it is to say 
that until the Congress and the Presi- 
dent make those changes after due con- 
sideration and for general application, 
it does not seem appropriate for the 
IRS to do this in a narrow, inconsistent, 
isolated situation, which, nevertheless, is 
of tremendous importance to the wel- 
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New decisions on exempt institutions 





Old-age home is exempt although it 
charged fees. A non-profit organization 
was dedicated to providing and furnish- 
ing care, quarters, and food in a home 
for aged persons lacking financial means 
to provide for themselves. The organiza- 
tion derived its income from gifts, con- 
tributions and charges to its resident 
members. It administered services at be- 
low-cost established rates. It attempted 
to fulfill the resident’s needs to the ex- 
tent of its financial ability and without 
regard to costs. The IRS rules that the 
organization is exempt from tax. It 
makes gifts to a group qualifying as a 
charitable class, despite the exaction of 
a fixed charge. Rev. Rul. 61-72. 


Student loan organization tax-exempt 
despite receipt of interest and fees. A 
corporation lent money to students for 
educational purposes and also to edu- 
cational institutions to supplement their 
student loan funds. It also guaranteed 
the repayment of part of commercial 
bank loans made to students. Its under- 


lying purpose was to help qualified stu- 
dents obtain funds, otherwise unobtain- 
able, with which to complete their edu- 


cational programs. The articles of in- 
corporation provided that it operate ex- 
clusively for charitable and educational 
purposes. The corporation charged low 
rates of interest on the loans to students 
and institutions. It received a small fee 
from the banks on the guaranteed loans. 
The IRS rules that the corporation is 
exempt from Federal income tax under 
Section 501. The making of loans does 
not constitute a business carried on for 
profit, notwithstanding the receipt of 
fees and interest. Rev. Rul. 61-87. 

Tax exemption for fund to aid fra- 
ternity members. A fund was created as 
a not-for-profit corporation to award 
scholarships and to improve the aca- 
demic standards of the members of a 
particular fraternity at the University 
of Texas. The fund paid for tutors and 
student counsellors and arranged for 
lectures from faculty members. The 
court finds that as a result of these ac- 
tivities the academic standing of the 
members of the fraternity was improved. 
It holds the fund was organized for edu- 
cational purposes; contributions are de- 
ductible. Dougherty, DC Tex., 4/21/61. 
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DEPENDENCY QUESTIONS 


Dependency exemptions for nephews 
and nieces denied for lack of proof. 
Taxpayer, who earned $3,300 in wages, 
claimed exemptions in 1957 for five 
nieces and nephews who lived with her 
from June 1, 1957 and through the bal- 
ance of the year. The children received 
$1,200 in support from social security 
and state welfare payments, and $200 
from their mother prior to her death 
that year. Recognizing the case as a 
hardship case, the ccurt commends tax- 
payer for her willingness to contribute 
substantially to the children’s support, 
which to her entailed a heavy burden, 
but rules taxpayer failed to sustain her 
burden of proving contributions of more 
than half of the support. It denies 
the exemptions. Scott, TCM 1961-149. 


Dependency exemption denied for fail- 
ure to prove support under a divorce 
decree. Taxpayer made monthly pay- 
ments aggregating $900, for the support 
of his child. He made gifts totalling $40. 
As sole proof that his contributions to 
the child’s support were more than half 
of the total cost of support, taxpayer 
testified as to the standard of living of 
his former wife and child prior to the 
separation. The court holds such evi- 
dence inadequate as proof of the 
standard of living since the separation, 
and denies taxpayer the dependency ex- 
emption. Behrens, Jr., TCM 1961-136. 


Can’t prove support of children by 
allocating income equally to all family 
members. In trying to prove his right 
to a dependency exemption for the 
children of his wife’s former marriage 
who lived with him, taxpayer allocated 
his reported gross income less itemized 
deductions equally to all the family 
members. The court holds this method 
of computation is not acceptable for de- 
termining whether taxpayer provided 
more than half of the children’s support. 
It did not take into account deductions 
from gross income with respect to with- 
held taxes; it improperly reflected the 
cost of an auto and other property fur- 
nished (which is not considered as an 
element of support); it did not reflect 
amounts of support furnished by the 
children’s grandparents, and the amount 
spent by taxpayer for his own support 


New decisions affecting: individuals 


during that period. Binley, TCM 1961- 
138. 


FAMILY PROBLEMS 


Monthly payments received under a de- 
cree of legal separation prior to 3/1/54 
are taxable to wife. [Old law| Monthly 
payments by husband to wife pursuant 
to a decree entered 2/8/54 are taxable 
to the wife. Since the decree was entered 
prior to 3/1/54 the issue was whether 
the payments were pursuant to a legal 
separation or merely a decree of sup- 
port and maintenance. If the latter, the 
payments would not be taxable to the 
wife. The court finds taxpayer actually 
obtained a separation decree and was 
therefore taxable on the payments re- 
ceived. That she intended to get only 
support and maintenance and did not 
know she had obtained a separation de- 
cree is not deemed controlling. [The 
1954 Code treats payments under a sepa- 
ration decree as alimony.—Ed.] Ashforth, 
TCM 1961-140. 


Insurance premiums paid by husband 
under divorce decree are income to wife. 
Taxpayer was divorced from her hus- 
band and under the terms of the di- 
vorce agreement, her husband was re- 
quired to assign certain insurance poli- 
cies to her and to pay the annual pre- 
miums. The Commissioner contends that 
the amounts of the premiums are tax- 
able income to her. The court agrees, 
finding that such payments are alimony 
payments under Section 71(a); taxpayer 
had complete ownership of the policy. 
Her reportable taxable income is the 
amount of the annual premium pay- 
ments and not the increase in the cash 
surrender value. Hyde 36 TC No. 51. 


Support payments to wife not deduc- 
tible (Prior law). Taxpayer was obli- 
gated under an Alabama court order 
entered in 1949 to make payments for 
the support of his wife. The decree did 
not constitute a decree of legal separa- 
tion, and since it was entered into be- 
fore March 1, 1954 the payments were 
not deductible by taxpayer. [The 1954 
Code permits deduction if the decree or 
agreement was made after that date.— 
Ed.| The Commissioner is not estopped 
from the disallowance by virtue of a 
dismissal of a suit for refund on this 
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issue for a previous year. That action 
was dismissed on stipulation and not on 
the merits. Fuqua, DC Ala., 4/18/61. 


Alimony includes amounts not specific- 
ally child support. On the authority of 
the Supreme Court’s Lester case the 
court holds weekly payments by tax- 
payer to his former wife constituted de- 
ductible alimony and not child support. 
Neither the property settlement agree- 
ment nor the final judgment of divorce 
specifically fixed a designated portion of 
the periodic payments as support for 
the child. There were no restrictions on 
the manner in which the former wife 
could expend them. The fact that the 
agreement lent itself to the inference 
that the amounts paid after remarriage 
were for the support of the child was 
not enough to expressly specify or “fix” 
a sum certain for child support. Dolan, 
TCM 1961-165; Bettison, TCM 1961- 
168. 


*xAlimony deduction not reduced for 
child support. The taxpayer claimed ali- 
mony deductions for the entire amount 
of the periodic payments to his divorced 
wife. The written agreement entered 
into by them and approved by the 
divorce court provided: “In the event 
that any of the children of the parties 
hereto shall marry, become emancipated, 
or die, then the payments herein speci- 
fied shall . . . be reduced in a sum equal 
to one-sixth of the payments which 
would thereafter otherwise accrue.” The 
Commissioner contended that the quoted 
language sufficiently identified a por- 
tion of the periodic payments as having 
been “payable for the support” of each 
of the taxpayer’s three minor children 
and, therefore, not deductible as ali- 
mony paid to the wife. This court holds 
that the full amount of the periodic 
payments were deductible as alimony. 
Amounts for child support in an instru- 
ment providing alimony must be “spe- 
cifically designated” or “fixed” and not 
left to determination by inference or 
conjecture. The Code affords the hus- 
band a deduction for any portion of 
such payment not sufficiently earmarked 
in the agreement as payable for the 
children. Lester, Sup. Ct., 5/22/61. 


EXPENSES 


Can’t deduct cost of looking for new 
business. Expenses (of a buying agent) 
in seeking new business ventures are 
not ordinary and necessary business ex- 








92 +* The Journal of Taxation *« 


penses since they were not incurred in 
an existing trade or business. For lack 
of proof, taxpayer is denied a medical 
expense deduction for his mother and 
a sick pay exclusion pursuant to an 
alleged wage continuation plan. A divi- 
dend received credit was improperly 
computed on dividends of a foreign 
corporation. Bernstein, TCM 1961-160. 


Attorney cannot deduct expenses for 
proxy fight or attendance at congres- 
sional hearings; can deduct libel suit 
expenses. Taxpayer, an attorney, claimed 
expenses incurred in (1) a proxy fight 
with the management of a corporation 
in which he held stock (2) a libel suit 
he brought against a newspaper for 
allegedly libeling his reputation as a 
buyer and (3) traveling to Washington 
to give voluntary testimony in hearings 
before a congressional committee. Tax- 
the deductions under 
162 as trade or business 
under Section 212 


payer claimed 
either Section 
expenses or as @CX- 
penses incurred for the production of in- 
come. The court holds (1) that the 
proxy and the congressional hearing ex- 
penses are non-deductible under Section 
162, since they are not ordinary and 
necessary expenses of a practicing at- 
not deductible under 
Section 212 because not incurred “for 


torney, and are 


the management, conservation, or main- 
tenance of property held for the produc- 
tion of income” and (2) that the ex- 
penses of the libel suit are deductible 
under Section 162 since the purpose of 
the expenditures was to protect tax- 
payer’s reputation as a lawyer. Dyer, 36 
TC No. 46. 


Political campaign expenses not de- 
ductible. The taxpayer, a judge, deduct- 
ed on his 1953 return a sum which he 
had spent as a candidate for re-election 
to a judicial office. Although the ex- 
penditure was reasonable, this court 
afhrms the district court in disallowing 
the deduction. The court states that it 
has sympathy for a fellow-judge who, un- 
like a Federal judge, has to seek re- 
election but it feels that McDonald, (383 
U. S. 57 (1944)), is compelling author- 
ity to disallow the deduction. Shoyer, 
CA-3, 5/16/61. 


Teacher-lecturer permitted to deduct 
part of cost of home as business expense. 
A teacher, researcher and lecturer on 
sociology is permitted to deduct the cost 
of an office or study in his six room 
house rented as a residence. The court 
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allows 1/6th of the rent and cost of 
utilities on the claimed business use of 
his home. However, hs wife, a full time 
employee of the U. S. Public Health 
Service, is not permitted any allowance 
for a business office in the home. A claim 
for deduction of depreciation of a tech- 
nical library is denied where taxpayer 
failed to prove the cost and date of ac- 
quisition of each book. Schwartz, TCM 
1961-144. 


Mathematics teacher can’t deduct for 
European travel on sabbatical leave. A 
full time college instructor in mathe- 
matics who took a trip to Europe on 
sabbatical leave is denied a deduction 
for the expenses of the trip. The court 
cannot conclude that the principal pur- 
pose of taxpayer’s European travel was 
either to meet any requirement of his 
employer for the continuation of his 
position at that time, or to maintain or 
improve skills required in the course of 
his employment. It notes that foreign 
travel may be appropriate to increase 
the education and culcure of any person, 
and to the extent that these qualities 
may contribute to the successful prose- 
cution of any line of endeavor, they are 
no different from basic educaton, ex- 
penses for which are personal and non- 
deductible. Dennehy, TCM 1961-151. 


Taxpayers not in business of seeking, 
promoting, organizing, and financing 
business ventures. The taxpayers claimed 
deductions for automobile expense, air- 
plane expense, travel expense, and de- 
preciation on a car and airplane on 
their personal income tax returns. They 
contended that they were engaged in 
“the trade or 
financing, promoting, and managing 
numerous corporations and other pro- 
motional advertisers.”” Based upon the 
evidence in the case and the instructions 
of the court, the jury finds that no 
deductions should be allowed as the 
taxpayers were not engaged in the busi- 
ness of seeking out, promoting, organiz- 
ing, and financing business ventures. 
Wiles, DC Kan., 11/29/60. 


Sociologist can’t deduct trip to Europe 
though he did research. Taxpayer, a re- 
search sociologist and teacher specializ- 
ing in mental health, and his wife, also 
a sociologist, took a trip to Europe pri- 
marily to study mental health facilities 
there. The court holds the expenses of 
the trip are nondeductible since they 
were not related to his profit making 


business of organizing, : 


activity which was that of a_teacher- 
employee. While the trip might have 
been necessary to the continuance of re- 
search activities, it was not shown neces- 


‘sary to the continuance of his employ- 


ment. The court considered taxpayer's 
research activities as increasing his 
prestige in his profession or else equiva- 
lent to securing further education in 
order to gain future employment—in 
either case the expenses are personal. 
Schwartz, TCM 1961-144. 


OTHER DECISIONS 


Cleanup expenses are part of the 
casualty loss. A severe squall destroyed 
shade trees on taxpayer’s property. The 
court holds the amount of loss suffered 
consists not only of the permanent de- 
crease in value of the property, but 
also the amount spent for cleaning up 
the storm damage. This is so because the 
price the property owner could receive 
for the property immediately after the 
casualty would be its bargained-for value 
less the cost of clearing up the storm 
damage. Walton, ‘TCM 1961-130 


Even first fit of neurotic cat no basis 
for claiming destruction it caused as a 
casualty loss. Taxpayer claimed a casual- 
ty loss deduction of $100 for damages 
to a vase broken by their pet, a Siamese 
cat, in the course of having a first fit. 
The cat had developed a neurosis and 
thereafter had other fits; within a month 
it was pronounced incurable by the 
veterinarian and had to be destroyed. 
The court holds the breakage of house- 
hold equipment by a family pet is not a 
“casualty loss irrespective of whether the 
pet’s behavior was extraordinary because 
it was in the course of having a first fit. 
Dyer, TCM 1961-141. 


Elevator for heart condition not de- 
ductible. Taxpayers purchased and in- 
stalled at their residence an outdoor 
elevator known as Hil-a-vator, an elec- 
trically-operated means of transporta- 
tion of passengers up and down the steep 
hillsides at the taxpayers’ home. The 
husband having a cardiac condition, the 
taxpayers claimed the purchase price 
and installation cost as a medical ex- 
pense deduction, which the Commis- 
sioner disallowed. This court disallows a 
deduction on the ground that the in- 
stallation of the Hil-a-vator was a per- 
manent improvement to the property, 
substantially increasing its value. Riach, 
DC Wash., 4/3/61. 
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Rockefeller award to Federal employee 
is not taxable. A civilian employee in 
Federal Government received a 
Rockefeller Public Service Award, pri- 
marily in recognition of outstanding 
past accomplishments in public service. 
The IRS rules that the award is entirely 
excludable from his gross income under 
Section 74(b). The recipient of the 
award was selected without any action 
on his part, and he was not required to 
render any substantial future services as 
a result of receiving the award. Rev. 
Rul. 61-92. 


the 


Meals and lodging supplied to miners 
at work site meets “convenience-to-em- 
ployer” test. Workers at a mine in 
Eldria, California, were furnished meals 
and lodging at a company-operated com- 
munity at the mine site. The cost was 
deducted from their pay checks. The 
court holds the miners are entitled to 
exclude from income the amounts with- 
held from their pay as part of the cost 
of meals and lodging furnished for the 
the The 
miners were, as a practical matter, com- 
pelled to accept these facilities. The 
purpose of the company in providing 


convenience of employer. 


meals and living accommodations at the 
mine site was to insure the availability 
of a reasonably stable and dependable 
labor force. Setal, TCM 1961-156. 


Lineman’s home for tax purposes is 
each work location. Taxpayer was em- 
ployed as a member of a line crew by 
a telegraph company in Oakland, Cali- 
fornia. During his employment taxpayer 
moved with the line crew from place to 
place throughout the western U. S., the 
amount of time spent at each place vary- 
ing from one day to several months. 
Taxpayer had no fixed place of abode; 
he used as a permanent mailing address, 
the headquarters of his employer in Oak- 
land. His employer provided food and 
lodging for him even during his vaca- 
tions at any place he happened to be. 
The court rules taxpayer had no fixed 
home; that such home as he had was 
wherever his work happened to be and 
that his food and lodging allowance was 
includable in income and nondeductible. 
Tugel, TCM 1961-137. 


Husband and wife working in different 
cities have separate homes for tax pur- 
poses. Taxpayer and her husband filed 
joint returns. She worked in New York 
City and he in Wilmington, Delaware. 
Taxpayer rented an apartment in New 


York City and spent about one-third of 
the time here. She sought to deduct her 
rent, travel, food, electricity, and other 
expenses connected with her New York 
apartment, under Section 162, claiming 
them as traveling expenses while away 
from home. Taxpayer contended that 
since a joint return was filed, taxpayer 
and her husband must be considered as 
one taxable unit and that taxpayer's 
home must be her husband’s home in 
Wilmington. The court rejects this argu- 
ment, holding that taxpayer’s home was 
her principal plac2 of business, New 
York City, and that the filing of the 
joint return does not affect this result. 
Coerver, 36 TC No. 26. 


*Embezzlement proceeds taxable. The 
Supreme Court has reversed its deci- 
sion in Wilcox (327 U.S. 404) and now 
holds that embezzled funds are income 
to the embezzler when he takes them, 
although he has no claim of right to 
the funds. Taxpayer was convicted for 
failing to report these funds as income. 
The court, however, reverses the convic- 
tion the not be 
established if Wilcox was, at the time, 
thought to be the law. Three justices 
dissented, feeling that the Wilcox case 
correctly decided. justices 
agreed that Wilcox should be reversed, 
but thought there should be a new trial 
on the criminal charge. James, Sup. Ct., 
5/15/61. 


because crime could 


was Two 


Donation through school to professor 
fer research is a gift; Charitable deduc- 
tion disallowed. Taxpayer, an _ indi- 
vidual, forwarded money to a university. 
The university was instructed to pay it 
to one of its professors for purposes of 
the professor’s study and research during 
a leave of absence. The professor was 
not a candidate for a degree. Except for 
this donation, the professor on leave re- 
ceived no renumeration from the uni- 
versity. He was not under any employ- 
ment agreement with the university or 
taxpayer, and was not required to re- 
port to or render services for either of 
them. The IRS rules that the donation 
was not an excludable scholarship to the 
professor within Section 117 or a chari- 
table deduction to the taxpayer within 
Section 170 because the donor-taxpayer 
and the recipient-professor were not tax- 
exempt organizations. The university 
acted as merely a conduit for the tax- 
payer. But the donation did constitute 
a gift to the professor, excludable from 
his income under Section 102. It was 
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motivated by philanthropic considera- 
tions. In addition, the taxpayer made a 
transfer within the meaning of the 
Federal gift tax provisions. Rev. Rul. 
61-66. 


Half of school cost for disturbed child 
allowed as medical expense. Taxpayer 
paid fees of $6,270 to a boarding school 
for emotionally disturbed children. His 
son was cared for by qualified psychia- 
trists and other special personnel, re- 
ceived intensive therapy and also fol- 
lowed a special educational program. 
The court concludes that the boy was 
sent to school for treatment and for edu- 
cation. While the evidence is not as ade- 
quate as desirable to 
costs between 


tuition 
and medical 
service, the court, after taking into con- 
sideration the tuition paid for the son 
the following year at an ordinary board- 
ing school allows $3,000 as a medical ex- 
pense. Hendrick, 35 TC No. 128. 


allocate 
education 


Loggers travel expenses are non-deducti- 
ble; Tax Court “reverses” Ninth Circuit. 
Taxpayer was employed in the logging 
business and was required to work in 
various locations up to about 16 miles 
apart; there were no schools or places 
of residence available near the job. sites. 
Taxpayer resided about 25 miles from 
the various locations and claimed that 
his expenses incurred in traveling from 
his residence to the various sites were 
deductible traveling expenses incurred 
while home. In Crowther 
(269 F.2d 292) the court was faced with 
substantially the same facts as in the 
instant (both 


sided in the same county) except that in 


away from 


case taxpayers even re- 
Crowther taxpayer transported tools be- 
tween his home and his job sites. In 
that case the Tax Court did not allow 
the deduction; this decision was re- 
versed by the Ninth Circuit on the 
ground that all the jobs in the woods 
were temporary and that the woods were 
not taxpayer’s tax home. The Tax Court 
now refuses to follow the Ninth Circuit 
in Crowther, finding, as they did in the 
Tax Court decision in Crowther, that 
taxpayer was employed in a generally 
defined area, that this area was his tax 
home and that the expenses are there- 
fore non-deductible since here taxpayer 
did not transport any tools. One dissent 
holds that the case is indistinguishable 
from Crowther and that the majority 
decision merely imposes the burden on 
taxpayer to appeal to the Ninth Circuit. 
Mathews, 36 TC No. 48. 
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State laws to permit professionals to 


incorporate urged; tax benefits seen 


ROFESSIONAL MEN, lawyers, and doc- 
age particularly, seemingly disheart- 
ened by the difficulty of finding a way 
to qualify partnerships and individuals 
for pension plans under the Internal 
Revenue giving 
thought to achieving the same result by 


Code, are serious 


a different means: creating corporations 
eligible under state law (and profession- 
al codes of ethics) to practice law or 
medicine. Several state legislatures acted 
this year and the IRS has already ruled 
that a group of doctors, organized under 
an old Connecticut statute permitting 
physicians to incorporate, qualifies as 
an association taxable as a corporation. 

For have 
spearheaded the drive of the self-em- 
ployed to persuade Congress to enact 
some kind of special legislation per- 
mitting them to deduct a portion of 
their savings for retirement, to be set 
aside and out after retirement 
as taxable pensions. A very strong effort 
last year got the Simpson-Keogh bill 
(H.R. 10) through the House but the 
Treasury position that it would oppose 
such legislation unless drastic changes 
were made in it (and in the established 
rules for qualifying pensions for 
ployee-stockholders of closely held 
porations) resulted in failure in 
Senate. A somewhat similar bill has 
been reported out by the House Ways 
and 


years professional men 


drawn 


em- 
cor- 
the 


Means Committee 


this year but 
proponents are not sanguine about its 
chances of success. 


Another hope was that the long 
promised Kintner Regulations (Section 
301.7701 et seq.) would make it possi- 
ble for ordinary professional partner- 
ships to qualify as associations taxable 
as corporations. This hope was dashed 
as it became apparent that in states 
having the Uniform Partnership Act, 
this would not be possible. 
Connecticut has long permitted pro- 
fessional corporations for doctors; legis- 


lation to extend this to all professionals 


is pending. The IRS has issued a ruling 
that a medical group in Connecticut, 
formed under this old law, is an asso- 
ciation taxable as a corporation. 

Pennsylvania, too, has an old law 
giving separate-entity status to partner- 
ships of professionals. 

Arkansas recently enacted provisions 
permitting physicians and dentists to 
incorporate. Similar new legislation in 
South Dakota applies to physicians only. 
Tennessee has amended its partnership 
law (based on the Uniform Partnership 
Act) to permit all professional associa- 
tions to be treated as _ corporations. 
Georgia has enacted a Professional Asso- 
ciation Act to achieve the same result. 
The Massachusetts legislature has passed 
a law permitting optometrists to incor- 
porate. Legislation to permit profes- 
sional corporations was introduced but 
failed of enactment in Indiana, 
New York, Oregon, and Rhode Island. 
Legislatures in Connecticut and Pennsyl- 
vania (bills in these states would extend 
existing legislation, Alabama, California, 


Iowa, 


Illinois, North Carolina, Ohio, Okla- 
homa, and Wisconsin have not acted 


finally. A Florida law enables all 
professional persons who are required 
by law to be licensed to join in forming 
a corporation. 


new 


Lawyers’ action urged 


At meetings of lawyers and other 
professional men, this whole topic is 
currently being discussed. For example 
at the recent meeting of the Section 
of ‘Taxation of the New York State Bar 
Association, the views of John Ohl of 
Cahill, Gordon, Reindel and Ohl were 
presented. He felt that the organized 
bar ought to pursue this route to tax 
equality with businessmen. “Under our 
present income tax system,” he said, 
“we lawyers are the forgotten men. It 
is incredible that we have allowed our- 
selves to be so badly discriminated 
against in the tax field for so long. The 


business man, through the use of a 


corporation, can set up his participation 
in pension or profit-sharing plans, can 
enter into a deferred compensation con- 
tract with his employer, can arrange to 
have the corporation grant stock op. 
tions at or slightly below the market, 
can participate in accident, health, and 
wage continuation plans as an em- 
ployee, and his wife and heirs can enjoy 
a special employee’s death benefit. 

“On the other hand, the private prac- 
titioner or partner in a law firm, be- 
cause he is not an employee, does not 
enjoy any of these advantages. These 
effects have been detrimental to the 
profession generally. Young men of 
ability tend to pass the profession by. 
It is better to be a business man. The 
discrimination is even more pointed. 
It favors earnings on capital against 
earnings on services.” 


Extend 1361? 


Mr. Ohl mentioned briefly another 
man’s current tax squeeze—changing 
Section 1361 to extend the election to 
be taxed as a corporation to profes- 
sionals. “The businessman, even though 
he operates as a sole proprietor, or to- 
gether with others in partnership form, 
has the election, subject to certain limi- 
tations, to have his business taxed as 
if it were a corporation. Note that one 
of the requirements under Section 
1361(b)—is that ‘such an enterprise is 
one in which capital is a material in- 
come producing factor.’ This rules out 
the individual practitioner, who is the 
counterpart of the sole proprietor, and 
the law partnership, the counterpart of 
the money partnership, taken care of 
by Subchapter R. What could be more 
inequitable than a provision to the ef- 
fect that the lack of capital will dis- 
qualify one from having the right to 
the election? This is clear discrimina- 
tion against income produced from serv- 
ices, aS opposed to income produced 
from capital. It would be possible to 
remedy some of the inequities on the 
Federal level by including appropriate 
election under Section 1361, which would 
permit the professional men to make an 
election thereunder, to be taxed as a 
corporation, permitting persons 
realize their income from services in 
this way to benefit, as well as those who 
employ capital. 


who 


“One with little or no capital should 
not be worse off for tax purposes than 
the person with capital. Unfortunately, 
the prospect of tax relief for the pro- 
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fessional men through amendment of 
Section 1361, is not rosy. The discour- 
aging history of the Keogh Bill, which 
was to extend pension plan tax benefits 
to professional men, and other self- 
employed taxpayers, indicates the re- 
luctance of Congress to act to remove 
the present tax inequities imposed on 
professional men. 

“However, even if Congress is not 
currently receptive to proposals to 
eliminate the present inequity, there is 
another approach which has been suc- 
cessful in the past, and which seems 
promising in the present case.” 


Avoiding Congress 

Mr. Ohl recalled the inequity which 
existed for many years in the tax treat- 
ment of husband and wife in common 
law states as compared with a husband 
wife in community property states. “Lit- 
tle headway was made toward removing 
the inequity until several common law 
states adopted the community property 
’ he said. “The result was that 
without any change in the Federal law, 
the impact of the Federal tax was al- 
tered. When it became apparent in 
Congress that the ‘battle-cry was, if you 
can’t lick them join them—Congress 
acted. It would appear that the same 
line of attack might be used in our 


orn 


rule,’ 


present problem. 

“The new income tax regulations un- 
der Section 7701 define the criteria of an 
association taxable as a corporation. It 
is the consensus among tax lawyers that 
these criteria cannot be met by a law 
partnership organized under the Uni- 
form Partnership Law, which is appli- 
cable in many states.” 


Ethics problems 


In addition to the resirictions imposed 
by statute, consideration must be given 
to the requirements of the canons of 
ethics. “While the canons do not tech- 
nically have the force of statutes, they 
are subscribed to by every member of 
Bar must be re- 
spected. In New York Canon 33 express- 
ly approves establishment of partner- 
ships among lawyers. Conceivably this 
might permit the organization of a law 
firm as a limited partnership, which 
would be at least one step closer to an 


the and of course 


association for tax purposes. However, 
Canons 34 and 35, appear to be in- 
compatible with the limited partnership 
form. Canon 34 states that, ‘No division 
of fees is proper except with another 
lawyer, based on a division of services 


or responsibility.’ 

“Since a limited partnership implies 
that some members will be inactive and 
take no part in the activities of the firm, 
other than to share profits, this might 
involve a prohibited division of fees, 
even if the limited partners were all 
lawyers. Furthermore, since under Sec- 
tion 108 of the New York Partnership 
Law, the limited partner’s interest is 
transferable, it could also come into the 
hands of a layman who would then be 
sharing in legal fees, which would be a 
clear violation of Canon 34. 

“Canon 35 provides that a lawyer be 
fully responsible to his clients. The 
limited liability afforded to a limited 
partner would obviously offend this 
requirement. Canons 34 and 35 also 
rule out the Massachusetts trust form 
because of the possibility that the bene- 
ficial interest might pass into the hands 
of laymen and because of the limited 
liability of the holders of the beneficial 
interest. 

“The Massachusetts trust form was 
held to violate Canon 35 on another 
ground, by the Professional Ethics Com- 
mittee of the American Bar Association 
in an opinion rendered in 1950. It was 
there held that the trust would consti- 
tute an interposed be- 
tween lawyer and client, in violation 
of Canon 35. Similar problems with the 
state partnership law and with the 
canons of ethics currently arise in many 


intermediary 


states. It would seem, however, that a 
form of organization could be devised 
which would be in accord with the prin- 
ciples underlying the restrictions im- 
posed by local law and yet would possess 
characteristics required by Federal law 
for corporate tax status. 


Legislation needed 
“Obviously, new state legislation 


would be necessary to authorize this 
new form of organization. But it would 
appear that the organized Bar 
had satisfied itself that a form 


would be ethically suitable for the pro- 


once 
such 


fession, its support for such legislation 
could bring about speedy passage. 

“The Federal law, according to the 
new regulations, requires in addition to 
and con- 
tinuity of existence, centralized man- 


associates business purpose, 
agement, and some form of either trans- 
ferability of interest of limited liability. 
If the state were to authorize the crea- 
tion of a “professional corporation” for 
lack of another term, the existence of 


which would not be interrupted by the 
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death or withdrawal of a member, and 
the affairs of which would be managed 
by a board of directors, such an or- 
ganization would have continuity and 
centralized mangement. 

“If the shares of the professional cor- 
poration were transferable only to other 
duly licensed lawyers, and after first 
offering them to the corporation, there 
would seem to be as much transfer- 
ability as existed in the well-known 
Kintner case, in which a group of 
medical doctors was held to be an asso- 
ciation taxable as a corporation. 

“This much would appear to qualify 
for corporate tax treatment. If, in addi- 
tion, it were provided that ownership 
of shares would not of itself make the 
shareholders personally liable for claims 
against the corporation, corporate tax 
status would be assured since the cor- 
poration would then possess the charac- 
teristic of limited liability within the 
meaning of the regulation. This isn’t to 
say that the individual lawyer would in 
any way be shielded from responsibility 
for his own conduct. Ethical require- 
ments would be satisfied by specifically 
providing that every member shall be 
fully responsible and subject to dis- 
ciplinary action for his own professional 
misconduct. 


Partnerships « 


“The so-called limited liability of the 
professional corporation would merely 
mean that each member would be per- 
sonally liable, only for his own mis- 
conduct. Under the present law, a law- 
yer may become personally liable for the 
misconduct of his partner. But it appears 
that this is a consequence of the law 
of partnership, rather than a dictate of 
ethics. 

“Since the shares would not be trans- 
ferable to laymen, no problem would 
arise as to the division of fees. Further- 
more, since the entity would limit 
nor professional _re- 
sponsibility for personal conduct, the 
professional corporation would be no 
more of an intermediary than the ‘law 
partnership is today. As in the law part- 
nership, the duties of the members of 
the group would in no way interfere 
with the duties of each member to the 
client. 


neither liability 


“Perhaps a word of caution is in 
order,”’ Mr. Ohl concluded. “Professional 
incorporation is not a panacea for all 
tax problems. As all tax practitioners 
know, to do business in a corporate 
form carries the potential burden of 
two taxes, one at the corporate level 
and another at the stockholder level. Of 
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extent that reasonable 
salaries are paid to the employees of 
the corporation who are also the stock- 
holders, the burden of the double tax 
is avoided. Once the corporate form of 


course, to the 


professional incorporation is permitted 
by the New York or local law, the Feder- 
al election permitted by so-called busi- 
ness corporations under Subchapter §, 
1371 and the following sec- 
tions of the Code might also be avail- 


Section 


able and might also prove attractive. 
“Certain technical problems on the 
Federal level would also exist. For ex- 
ample, Section 543(a)(5), which makes 
the income of so-called personal service 
contracts, personal holding company in- 
come, might result in the income of the 
professional corporation being subject 





Distributive share of partnership in- 
come taxable to heir of partner. In ac- 
cordance with the partnership agree- 
ment, taxpayer became a limited part- 
ner succeeding to her husband’s com- 
mission interest in the partnership upon 
his death in 1946. She assigned her in- 


terest to a trustee who served as the 
limited partner. In 1949 taxpayer, by 
agreement, sold the interest her hus- 


band had in the partnership at his 
death for $100,000, less the sum of the 
distributive earnings received from the 
date of death. The court holds payments 
to taxpayer prior to the 1959 agreement 
constituted her distributive share of the 
partnership income and were taxable as 
ordinary income. Amounts received 
under the agreement were to be reported 
as Capital gain since the agreement had 
the effect of a sale of the partnership 
interest. Laube, TCM 1961-116. 


Sale of partnership interest won't con- 
vert uncollected receivables into capital 
gain. Taxpayer sold his interest in a 
partnership to his co-partner, but ex- 
cepted from the sale the uncollected 
accounts receivable. Such accounts were 
to be collected by the co-partner who 
was to remit taxpayer’s share to him. 
The court holds the collections on the 
accounts are to be reported by taxpayer 
as ordinary income since there was no 
showing that the accounts would not 
have represented ordinary income if they 
had been collected by the partnership. 
The court also notes that even if the ac- 
counts had been sold with the partner- 
ship interest, items of ordinary income 


New partnership decisions this month 
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to the additional personal holding com- 
pany surtax, unless the section is 
amended or the nature of the profes- 
sional corporation’s income is carefully 
controlled. 

“Another matter which might have 
to be watched and dealt with would be 
the accumulated earnings tax penalty 
under Section 531 which might become 
a problem if accumulations are per- 
mitted to exceed the $100,000 limit now 
provided. 

“Suffice it to say, however, that legis- 
lation along this line suggested could 
go far to eliminate the existing tax 
inequity under which we all now suf- 
fer. As an alternative to Federal legis- 
lation, it certainly merits at least con- 
sideration.” vx 


of this kind could not be turned into 
capital gain items by means of a sale. 
Seward, TCM 1961-114. 


Trusts recognized as partners in family 
partnerships. The taxpayers made irre- 
vocable gifts in trust of limited partner- 
ship interests in two partnerships en- 
gaged in the construction business in 
which capital was a material income- 
producing factor. The taxpayer-donors 
retained no reversionary interests in 
the trusts. The trusts were administered 
by the trustees, without interference by 
the taxpayers. The court holds that the 
Commissioner erred in refusing to recog- 
nize the trusts as partners and in includ- 
ing the trusts’ distributive share of part- 
nership income in the taxpayers’ income. 
Swinerton, DC Calif., 4/7/61. 


Children’s trusts not recognized as part- 
ners in family partnership. ‘Taxpayer 
was engaged in the business of contract 
logging. He and his wife each created 
trusts of their three minor 
children with themselves as trustees, and 
then formed a logging partnership with 
themselves and the six trusts as part- 
ners. No property or other assets were 
received by the trustee for each trust, 
and no interest in the business was ac- 
tually conveyed to the trustees. In addi- 
tion the trusts maintained no_ books, 
bank accounts, or records of their own, 
made no investments, and received no 
distribution of partnership earnings. 
The court concludes from all the facts 
that taxpayer and his wife retained so 
many controls over the partnership 


for each 


assets purportedly transferred to the 
trusts that in reality they remained the 
substantial owners thereof, and conse- 
quently, for income tax purposes the 


- trusts were not recognized as partners. 


Offord Jr., TQM 1961-159. 


Partner cannot depreciate purchased 
interest though chief partnership asset 
is exhaustible. A hospital occupied its 
building under a lease for 21 years from 
1941, with an option to renew for 15 
years. The hospital had leased to a part- 
nership, two radiologists, space in the 
hospital and the exclusive right to prac- 
tice radiology for the term of its lease 
and any renewals. In 1951 this _part- 
nership was dissolved and one of the 
partners acquired all the leasehold 
rights; at about the same time this part- 
ner entered into a partnership with tax- 
payer and assigned the lease to the part- 
nership. The new partnership was to 
terminate upon the death of either part- 
ner and the surviving partner was to 
pay for the interest of the decedent part- 
ner. Taxpayer paid $30,000 for his part- 
nership interest, and the partnership 
assumed certain debts of the old part- 
nership. Taxpayer sought to depreciate 
his $30,000 investment over 10 years, 
(the remaining term of the partnership 
lease) claiming his interest in the part- 
nership was a wasting asset and that at 
the termination of the lease in 1961 all 
benefits of the partnership would have 
been exhausted. The court denies tax- 
payers contention, finding that the lease 
may not expire in 1961 since there was 
an option to renew; further that the 
partnership life was not limited to the 
term of the lease and that therefore the 
partnership was of continuing and in- 
definite duration which precluded de- 
preciation. Sumers, 36 TC No. 47. 


Modification of partner’s distributions 
binding for determining his distributive 
share. A 1954 amendment to a partner- 
ship agreement, which changed tax- 
payer’s distributive share from 50% to 
75%, is held to be controlling for re- 
porting his share of profits for 1955. 
The court is satisfied that taxpayer's 
willingness to pay the other partner in 
dissolution in 1955 a sum approximat- 
ing a settlement on a 50-50 percentage 
basis was due to the intensity of his de- 
sire to get rid of the latter as a partner; 
it was not due to any further modifica- 
tion of the partnership agreement after 
1954, or to any ineffectiveness of the 
1954 agreement. Ringel, TCM 1961-163. 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 
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How selective can a pension or profit- 


sharing plan be? A guide to IRS policy 


by RICHARD J. SULLIVAN 


The Code contains a substantial number of limitations intended to bar discrimina- 


tion in qualified plans and the IRS has developed a number of operating rules, 


as significant in practice as the statutory ones. Mr. Sullivan outlines the IRS’ atti- 


tude on problems that typically arise when the dominant motive in creating the 


plan is to benefit management as much as possible. 


M* TIMEs the chief reason for con- 
sideration of a pension or profit- 
sharing plan is that the owners and 
executives want one and are willing to 
benefits for the rank-and-file 
only to the extent necessary. First and 
most essential therefore in any planning 
for an executive oriented plan is the 
practical consideration of 


include 


negotiation 
with the IRS for its application. Before 
submitting any plan to the IRS it is best 
to draw up several and make extensive 
computations of costs and benefits. One 
plan will be the optimum from the com- 
pany’s point of view; others will be al- 
ternatives likely to be more palatable to 
the IRS. If careful study of the costs and 
effects of alternative plans has been 
made, the company can negotiate con- 
fidently knowing exactly the cost of each 
concession it makes. 

The basic consideration, both as to 
eligibility and benefit allocation, is the 
concept of discrimination in favor of 
shareholders, highly compensated em- 
ployees, and supervisors.! In general, the 
type of discrimination which is to be 
avoided is that which would per se pro- 
vide a better level of benefit or eligibil- 
ity for the executive group than for the 
other employees. A plan which provided 
that the favored group would be eligible 
to participate upon joining the group 
whereas other employees must wait for 
a period of five years would clearly dis- 
criminate in and of itself against the 
executive 
group. By the same token, a plan which 
provided a rate of benefit greater for the 
than 


employees other than the 


executives for other employees 


would by its own terms provide a level 


of discrimination. The Code and Regu- 
lations do not prohibit a method of 
eligibility based on prior service which 


would include executives, while most 
rank and file employees would not 
qualify. Nor would it consider dis- 


criminatory a benefit allocation based 
on a uniform percentage of total com- 
pensation merely due to the fact that 
the officer group would tend to be more 
highly compensated than the rank and 
file employees.2 In general then, the 
statutory design is to prevent discrimina- 
tion per se in the plan and to apply a 
subjective test to the plan as it actually 
that the 
may not so manipulate the plan or pre- 


operates so executive group 
design it to exclude any others from par- 
ticipation in its benefits.8 


Membership selectivity 

The statute provides that a plan will 
be sufficiently broad if it covers 70% 
of all employees or includes 80% of all 
eligible employees if 70% of all em- 
ployees are eligible.4. In determining 
who are employees for this purpose a 
minimum service requirement, not to 
exceed five years, may be imposed, and 
part-time employees, those who work 
customarily not more than 20 hours per 
week or five months per year, may be 
excluded.5 In addition, the statute pro- 
vides that wage earners may be excluded 
or that the plan may include only sal- 
aried or clerical employees.6 Any of 
these classifications specified in the Code 
are subject to the general rule concern- 
ing the executive group which would 
prohibit a classification using the statu- 
tory limitations but benefiting in prac- 


cm) 
~I 
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tice only the executive group.? 

The Regulations provide additional 
guide posts in establishing more selec- 
tive methods of granting membership in 
the plan. They state that an employee 
may be required to have reached a désig- 
nated age or not to be in excess of a 
certain age, that he be employed for a 
designated number of years prior to 
eligibility or that he be employed only 
in certain departments.8 It has been 
ruled that a shorter period of service 
may be a condition for the eligibility of 
present employees than for future em- 
ployees and that the standard for mini- 
mum age or period of service for women 
may differ that for men.9 The 
present effect of this latter rule is some- 
what in doubt in my own mind as the 
Pension Section in Chicago has ruled in 
a case which we brought before it that 
discrimination as between men and 
women in period of service requirements 
would not be considered a_ suitable 
classification of employees and even 
balked when the officer group was to be 


from 


subjected to this more stringent test. To 
be specific the plan proposed that the 
male employees begin their participation 
in the trust with two years of service. 
Women would not participate until the 
completion of five years of service. If 
this holding is representative of a policy 
adopted by the Service in this connec- 
tion it would seem that other public 
policy matters, such as discrimination 
between races and religions, would also 
be interjected by the Service, even 
though the minimum period of service 
requirement for all employees were with- 
in the five year rule established by the 
Code. Although the issue, which we are 
discussing, was not specifically proposed 
in our case it would seem logical to 
assume that if a rate of allocation were 
established among men and women 
which provided a lower rate for the 
women than men the classification would 
have been disallowed on the same 
grounds. 

The famous Kintner case,1° in addi- 
tion to establishing a new set of ground 
rules for determinations as to associa- 
tions taxable as corporations, upset a 
1 Section 401 (a) (3) (B), IRC. 

2 Sections 401(a) (3) (B), 401(a) (3) (A), IRS. 

8 Section 401 (a) (5). 

4 Section 401 (a) (3) (A), IRC. 

5 Section 401(a) (3) (B). 

® Section 401 (a) (5). 

7 Section 401 (a) (4). 

8 Regs. 1.401-3(d). 

®Item VI-22, Insurance Industry Memorandum, 
443 CCH 6269. 

10 Kintner, CA-9, 216 F.2d 418, 54-2 USTC 9626, 
46 AFTR 995, cert. den. 
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[Mr. Sullivan is a certified public ac- 
countant associated with the accounting 
firm of Alexander Grant & Co.] 





long-standing rule of the Service con- 
cerning what shall be considered “period 
of service.”11 In Kintner there were 38 
employees, including eight member-doc- 
tors. The doctors had previously been 
partners of the group which later con- 
stituted the association involved in this 
case. Under the plan in effect eleven 
of the 38 employees were eligible, eight 
of whom were the member doctors and 
three of whom were other employees. In 
detemining the eligibility of the eight 
member under a three year 
period of service requirement the doc- 


doctors 


tors’ time as partners of the predecessor 
organization was counted as employ- 
ment. Although the court found that 
this service as a partner constituted em- 
ployment, the Service has subsequently 
ruled that this partner employment time 
decision would not be followed in sub- 
IRS.12. The 
Service had ruled previously, however, 


sequent cases before the 
that the partners, other than general 
partners, if active in the business, may 
participate in such a plan depending 
the 


on nature of their duties and the 


wording of the partnership agreement.13 


Selectivity in benefits 
The Code 
benefits under a plan may be related to 


provides that although 
total compensation or basic or regular 
compensation, and thereby give greater 
benefits to the executive group, the fact 
will not in and of itself constitute dis- 
crimination in favor of executives.14 
The fact that a pension or annuity 
plan in addition to providing a greater 
amount of benefit, based on compensa- 
tion, to the executives also provides for 
past service credit which will also not 
constitute prohibited discrimination de- 
spite the probability of longer tenure by 
that group. In such plans the benefits 
payable to officers will be somewhat 
limited in that the amount which may 
be allocated to the officers in the event 
of a termination of the trust, other than 
by a liquidation of the business, will 
be limited during the first ten years of 
the trust. If the annual benefit to any 
of the 25 highest employees exceeds $1,- 
500, the employer contribution which 
the 
greater of $20,000 or an amount com- 


may be so used may not exceed 
puted by multiplying 20% of the execu- 
tives’ annual compensation or $10,000, 


whichever is the lesser, by the number 
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of years since establishment of the plan. 
This limitation is only effective if the 
full current costs of the plan have been 
met.16 If the full current costs have not 


been met it is anticipated that some’ 


even lesser amount would be allocable to 
the officer group. 

A common method of providing a 
greater profit sharing benefit to the ex- 
ecutive group is by the establishment of 
a formula which allocates the employer 
contribution among the participants in 
proportion to total compensation for 
the year. In addition to this compensa- 
tion factor, period of service may also 
be used to weight compensation to fur- 
ther provide maximum benefits for the 
officer group in the event that this group 
has a longer period of service than the 
rank and file employees.17 An allocation 
of benefits on the basis of salary times 
the years of service and weighted salary 
times years of service would not be ac- 
ceptable.18 One method of giving effect 
to period of service is to provide for one 
benefit unit for each $100 of compensa- 
tion and one unit for each year of serv- 
ice. The total number of units will com- 
prise the basis on which the total con- 
tribution will be allocated among the 
employees. There would be no apparent 
difficulty in varying these factors to pro- 
vide a better level of benefit to the off- 
cer group by providing, for example, 
that the service factor be weighted two 
units per year of service as against one 
unit per $100 of compensation. These 
factors are all negotiable with the Pen- 
sion Section and give another illustra- 
tion of the area in which it is possible 
to maximize the level of benefits pro- 
posed for the executive group. 

The vesting of benefits in the profit- 
sharing participant may be extended 
over a period usually not to exceed ten 
years so that participants terminating 
their employment within the first ten 
years of their participation will forfeit 
some portion of the benefits otherwise 
and these benefits 
reallocated to the other beneficiaries in 
proportion to their current contribution 
rate in the year in which the termina- 


due them may be 


tion occurs. It is also permissible to pro- 
vide a slower vesting rate or a penalty 
provision of some kind in the trust 
which would further penalize employees 
in case of dismissal for cause.1® 


Integration 

Possibly the most widely overlooked 
area of discrimination possibilities exists 
in the case of plans integrated with the 


Social Security, railroad retirement, 
state, or other pension system.?9 Profit- 
sharing plans may be integrated with 
such systems providing there is not a 
coexistent integrated pension or annuity 
plan. Such a plan may provide benefits 
only upon retirement or separation from 
service, and the amount of employer’s 
contributions plus forfeitures allocated 
to any participant in any year may not 
exceed one-fourth of the benefit rate de- 
termined from time to time by the Com- 
missioner. In the case of Social Security 
integration this rate will change as the 
benefits to members of the Social Secur- 
ity system are changed. At the present 
time a contribution might be made by 
an employer which, less forfeitures, does 
not exceed 9.4% of the employee’s total 
compensation for the year in excess of 
$4,800. It is possible that a plan would 
be approved which provided first for 
this level of benefits and then allocated 
contribution in excess of the in- 
tegrated amount on a uniform basis 
among all employees regardless of salary 
level.21 A pension or annuity plan may 
be instituted which excludes the first 
$4,800 of compensation from participa- 
tion in the plan thus maximizing the 
concentration of benefits in the higher 
paid group. 


any 
? 


The integrated pension or annuity 
plan would tend to concentrate even 
larger dollar amounts in the officer 
group by the funding of past service 
credits under such a plan and may pro- 
vide normal retirement benefits up to 
3714% of the average annual compen- 
sation over $4,800.22 The disadvantage 
of an integrated plan is that no death 
benefits may be paid prior to the attain- 
ment of retirement age,?3 and that the 
retirement age may not be less under 
the plan than that provided by the So- 
cial Security system, that is, 65 years 
for men and 60 for women.*4* Any bene- 
fits paid to employees retiring from an 
integrated plan prior to attainment of 
age 65 or 60 as the case may be, would 








t 
have to be prorated based on the par- | 


ticipant’s age at the time of retire- 


11 Rev. Rul. 33, Part 2(b) (1), 1953-1 CB 269. 

12 Rev. Rul. 56-23, 1956-1 CB 598. 

18 Item VI-25, Insurance Industry Memorandum 
(supra). 

14 Section 401 (a) (5), IRC. 

15 Rev. Rul. 69-241, IRB 1959-29, 9. 

16 Mem. 5717, 1944 CB 321. 

17 Regs. 1.401-4(a) (2) (iii) ; IT 3685, 1944 CB 324. 
18 P, S. No. 28, Sept. 2, 1944, 443 CCH 6558; IT 
3686, 1944 CB 326. 

1% Item VI-21, Insurance Industry Memorandum 
(supra). 

20 Section 401(a) (5). 
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ment.25 If the participant has less than 
15 years service, benefits at retirement 
are limited to 214% of average compen- 
sation over $4,800 for each year of serv- 
ice.26 


The numbers game 


In determining the degree of selec- 
tivity which may be built into a plan 
with reasonable chances of success the 
practitioner is forced into a position of 
using the rules of thumb contained in 
the many cases and rulings available. In 
Kintner?? the plan included eight of the 
executive group and three rank and file 
employees and the plan was approved 
by the Circuit Court. In Volckening, 
58% and 53% respectively of the annual 
contributions paid to a trust were for 
the benefit of the husband-wife 100% 
stockholders of a closely held corpora- 
tion.28 In Stockvis, 58% and 62% re- 
spectively of the annual contributions 
were permitted to be allocated to the 
three managers of a proprietorship.29 In 
Ryan’s School Retirement Trust a plan 
was approved by the Tax Court in which 
the five officers received 58% of the 
benefits and five other employees re- 
ceived 42%.39 In Davis?! the contribu- 
tion, earnings, and forfeitures allocation 
to the three shareholder-employees from 
their trust was 60% of their compensa- 
tion with only 5% to the other four em- 
ployees from their separate trust. 

In 1959 the Service revoked the 30% 
rule which had been in effect up until 
the decision in Volckening.32  Subse- 
quent to 1950 it would be safe to say 
that a plan which required distribution 
of no more than 50% of the contribu- 
tion to the officer group would have a 
reasonable chance of acceptance. There 
is no assurance that a level of contribu- 
tions in excess of this amount to the 
officer-shareholder group would be ac- 
ceptable although a specific set of facts 
might provide favorable results. For this 
reason great care should be taken prior 
to the formation of association to be 
taxed as corporations to determine that 
the group which proposes to adopt such 
a plan is prepared to provide a level of 
21 Mem. 6641 (19), 1951-1 CB 41. 

% Regs. 1.401(e) (2) (i). 

*3 Regs. 1.401 (e) (2) (ii). 

** Regs. 1.401(e) (2) (V). 

* Regs. 1.401(e) (2) (VI). 

8 Regs. 1.461(e) (2) (IV). 

= Op. cit., footnote 10. 

* Volckening, 13 TC 723 (acq.). 

* Stockvis, 10 TCM 74. 

8° Ryan School, 24 TC 127. 

“ H.S.D. Co., CA-6, 1951, 191 F.2d 831, 41 AFTR 
147; 51-1 USTC 9358; Davis, 22 TC 807 (acq.). 
% IT 3674, 1944 CB 315. 


benefit to the rank and file employees at 
least equal to 50% of the total benefits 
to be allocated. The 50% rule of course 
refers to the securing of favorable ad- 
vance determination letters from the 
IRS. The practitioner must use his own 
discretion if larger proportions are de- 
sired as the possibility exists that such 
plans might secure exemption only in 
the courts. w 


Charities get less than 
1% of firms’ pretax income 


A STUDY RECENTLY released by the Na- 
tional Industrial Conference Board 
shows that approximately seven-tenths 
of one percent of pretax income was 
given to health, education, and welfare 
causes in 1959 by 282 selected companies. 
Comparison of these figures with the 
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results of a similar study made in 1955 
suggests that education may be replac- 
ing health and welfare agencies as the 
principal rceipient. 

Whether number of employees or 
total assets is used to measure the size 
of a company, the study shows that 
smaller companies were relatively twice 
as generous as the larger firms. Indus- 
trial companies reported a higher rate of 
giving than service organizations but all 
firms considered current earnings, past 
policy, and customer pressure in deter- 
mining the size of their contributions. 

The aggregate donation of the com- 
panies studied was $100 million. The 
most popular was community 
chests and united funds which received 
approximately 25% of the total, educa- 
tion receiving 39.1% in 1959 as against 
$1.59 in 1955. w 


cause 


lew compensation decisions this month 


Death benefit payments to widow tax- 
able; no “detached and disinterested 
generosity” shown. Voluntary death 
benefit payments by a corporation in 
1955 to the widow of a deceased officer 
equivalent to the sum of two year’s 
salary, and paid in recognition of serv- 
ices performed by the deceased, are held 
not excludable from the widow’s income 
as a gift. Such payments did not proceed 
from a “detached and disinterested gen- 
erosity,”” nor were they made “out of 
affection, respect, admiration, charity, or 
like impulse” Cooper, TCM 1961-154. 
A similar result was reached even though 
the board of directors had in mind to 
some extent the widow’s diminished in- 
come resulting from her husband’s death 
but gave no consideration to her sub- 
stantial income from 
Smith, TCM 1961-155. 


other sources. 


Resigning employee got compensation, 
not libel settlement. The taxpayer a 
certified public accountant, was the ac- 
countant for a corporation from 1938 
until the latter part of 1950. He then 
became its full time treasurer and di- 
rector. Despite his long association, he 
discovered that the company had lost 
confidence in him and this, he claimed, 
was exceedingly galling to him and re- 
sulted in damage to his health, as did 
the hectic and tense pace of his office. 
Accordingly, the taxpayer told the com- 
pany’s president that he was resigning 
and that he institute a 
damage suit against the company for in- 


intended to 





juries received as a result of abuse from 
company personnel. After some negotia- 
tion, the company agreed to pay to the 
taxpayer $45,000 in three equal annual 
installments. The taxpayer claimed that 
the payment in each of the three years 
was tax-exempt since received “in settle- 
ment of a claim of libel.” The Tax 
Court held that the payments were tax- 
able. This court affirms the Tax Court 
decision on the ground that the “basic 
reason” for the company’s payment was 
in the nature of severence pay or extra 
compensation. Agar, CA-2, 5/16/61. 
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Lawyers and accountants in tax 


practice - a challenge to the bar 


by CHARLES SPEED GRAY 


The Kentucky State Bar Association has filed an original proceeding in the Court 


of Appeals of Kentucky to determine whether the activities of a CPA appearing 


before the 


law. Mr. 


Appellate Division of the IRS in Louisville constitute the practice of 


Gray explains some of the background of this particular case in the 


light of recent developments on a national scale to resolyesstach questions by con- 


ference and negotiation rather than by litigation. He solicits the views of members 


of the Kentucky Bar as to the procedure followed in this case and urges lawyers 


engaged in general practice to improve their competence in tax matters. 


O* January 26 of this year, repre- 
sentatives of the American Bar As- 
sociation met in Louisville with officials 
Kentucky State Bar 
the Bar 
discuss a case now pending before the 
Court of 


of the Association 


and Louisville Association to 


Appeals of Kentucky—a con- 
certified 
public accountant who is alleged to have 


tempt proceeding against a 
engaged in the unauthorized practice of 


law in representing a taxpayer before 


the Appellate Division of the Internal 
Revenue Service.! 
The 
Erwin N. Griswold of the Harvard Law 
School and Thomas J. Boodell 
Chicago. Dean is Chairman 
of the ABA Standing Committee on 
Professional Relations. Mr. Boodell, a 
member of the Committee, was formerly 
Chairman the ABA Committee 
Unauthorized Practice of Law. 
The of these 
gentlemen in coming to Louisville was 
the Bar to try the 
issues in the Court of Appeals case by 
conference with the 
Kentucky Society of Certified Public Ac- 
countants. This is the procedure i pee 
nationally and implemented by the Na- 
tional Conference of Lawyers and Certi- 
field Public the 
National Conference has no control over 


ABA representatives were Dean 


of 
Griswold 


of on 


purpose distinguished 


to urge to resolve 


negotiation and 


Accountants. Of course, 


state and local organizations; it acts only 


in an advisory capacity. In July of last 
year, before commencement of the con- 
tempt proceeding against the Louisville 
accountant involved, Dean Griswold of- 
fered the facilities of the National Con- 
ference negotiation with the ac- 
countants. Unfortunately, as a result of 
disruption of joint action in a previous 
matter involving the preparation of in- 
come tax returns, 


for 


the atmosphere of 
lawyers ac- 
countants locally was hardly conducive 
to negotiation and conference. 
Beginning in January, 1960, there 
has been increasing concern within the 
Bar the 
of and 


relations between and 


Louisville Association about 


activities various corporations 
individuals who set themselves as 
self-styled experts in the preparation of 


income tax returns and engage in in- 


up 


tensive advertising campaigns in Louis- 
ville and vicinity during the first four 
months of the year. Early in the 
sideration of this problem, the 
ville Bar committee studying the mat- 
ter recommended that the Kentucky 
Society of Certified Public Accountants 
and the Kentucky Society of Public Ac- 
countants be asked to join with the 
Bar Association test 
suit to determine whether or not the 
preparation of income tax returns in- 


con- 
Louis- 


Louisville ee 


volved legal and accounting functions 
which required the services of a member 


of one or another of three professional 
groups. 

The basis for this recommendation 
was the agreement then in existence 
between the Louisville Bar and each 
of the Societies outlining in general 
terms the respective roles of lawyers 
and accountants in the fields of prac- 


tice involving corporations, contracts, 
administrative agencies, estates and 
trusts, and income tax returns. The 


agreement contains the following pro- 
visions concerning the preparation of in- 
come tax returns: 

“Preparation of corporate income tax 
returns is a service which may be ren- 
dered by either profession, although it 
is recognized that the problems involved 
are primarily accounting and require the 
services of an accountant. 

“The preparation and filing of in- 
come tax returns for estates and trusts 
may properly be handled by either 
profession. 

“Individual and partnership income 
tax returns may be prepared by either 
profession.” 

This agreement likewise was the basis 
in 1957 for intervention by the Louis- 
ville Bar Association the Court of 
Appeals in opposition to a proposed ad- 
visory opinion, that the preparation and 
filing of income tax returns constitute 
The LBA filed 
brief as amicus curiae setting out in full 
the text of its agreement with the ac- 
countants and urging the court to hold 
“that the preparation of such returns 
requires the professional skills of either 
lawyers or accountants or both and that 
the preparation of returns by persons 
neither lawyers nor ac- 
countants constitutes an illegal activity, 
in that they are either practicing law 
The 
this matter be- 


in 


the practice of law. 


licensed as 


or accountancy without a license.” 
court did not rule on 
of withdrawal of 


cause the advisory 


opinion. 


Joint action 


Following a series pf conferences be- 
tween representatives of each of the 
three professional groups, it was de- 
cided that the three organizations would 
participate jointly as parties plaintiff 
in a class action seeking a court de- 
cision restricting the preparation of in- 
come tax returns for the public (other 
than short-form returns) to lawyers and 
accountants. A complaint was prepared 
and approved by officials of all three 


1 [This contempt action was noted at 14 JTAX 
318, May 1961.—E£d.] 
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[Mr. Gray practices law in Louisville, 
Kentucky. He formerly was a trial at- 
torney in the Chief Counsel’s Office. 
This article is based on one written by 
him as Chairman of the Unauthorized 
Practice Committee of the Louisville 
Bar Association and published in the 
March issue of the Kentucky State Bar 
Journal.] 





organizations. Then, on the eve of filing 
the suit, the two accounting societies 
decided not to participate in the ac- 
tion. Apparently, this decision was made 
in order to maintain consistency with 
the position long by ac- 
countants generally that questions con- 
cerning the preparation of Federal in- 
come tax returns and practice before 
the Treasury Department cannot be de- 
cided by state courts. In any event, the 


advocated 


Bar found itself in the awkward posi- 
tion of abruptly losing the support of 
the organizations in whose interests it 
had intervened in the Court of Appeals 
three years previously. 


Fee suit 
This was the situation in March, 1960, 


the attention of Bar was 
drawn to the incident which caused it 


when the 
ta initiate proceedings leading to the 
issuance of a rule last November against 
the accountant involved to show cause 
why he should not be punished for con- 
the 
practice of law. This incident was a 


tempt of court for unauthorized 
suit by the accountant against an erst- 
while client for a fee for representing 
the client in a controversy over the tax 
consequences of the sale of subdivided 
The 
referred to the accountant by another 


real estate. tax matter had been 
accountant (not certified) after the tax- 
payer had received a “‘thirty-day letter” 
from the Audit Division of the Internal 
Revenue Service. The CPA filed a pro- 
test and then engaged in a series of con- 
ferences with a conferee in the Appel- 
late Division of the IRS. 

The nature of these conferences was 
described by the CPA in his subsequent 
He testified that there 


were two major issues. The first issue, 


suit for a fee. 
he said, was the allocation of cost to the 


lots, and the second was “whether or 
not this was a capital gain or ordinary 
Section 1237 or 
Section 1221.” He testified further that 


“we were at that time, both of us (the 


income under either 


conferee) and our office, doing con- 
siderable research;” that “we had quite 
a discussion about Sections 1237 and 


1231, in which (the conferee) quoted 
several cases and I did too, and we were 
not able to reach a conclusion at that 
conference;” and that “(the conferee) 
and I were right at the point of settling 
this capital gains issue; we were ex- 
changing cases and discussing what he 
had read and what I had read, and so 
forth. “i 


Real estate brokers cases 


Such preemption leads to court deci- 
sions like that handed down in 1957 by 
the Supreme Court of Colorado in Con- 
way-Bogue Realty Investment Company 
P.2d 
that 
con- 
tracts affecting land constitutes the prac- 
tice of law, the court nonetheless refused 
to enjoin licensed real estate brokers 


v. Denver Bar Association, (312 
998). After holding unequivocally 
the drafting of conveyances and 


from drawing such instruments in con- 
nection with sales, loans, or leases which 
they broker, 


are handling as 


(page 1007): 


saying 


“We feel that to grant the injunctive 
relief requested, thereby denying to the 
public the right to conduct real estate 
the which 
they have been transacted for over half 


transactions in manner in 


a century, with apparent satisfaction, 
and requiring all such transactions to be 
conducted through lawyers, would not 
be in the public interest; that the ad- 
vantages, if any, to be derived by such 
limitation are outweighed by the con- 
veniences now enjoyed by the public 
in being permitted to choose whether 
their broker or their lawyer shall do 
the render the 

plaintiffs seek the enjoin.” 


acts or service which 

The Bar is particularly vulnerable in 
the tax field to the “public interest” 
rationale quoted above. Legal training 
is not enough; the practitioner must also 
have a working knowledge of substantive 
tax law and of the procedures involved 
in tax controversies. 


Competence 
Do lawyers engaged in general prac- 

this 

Griswold’s 


Consider 
the ABA 


tice have knowledge? 


Dean answer in 
Journal: 

“At this point it is well to point out 
an important fact, which we lawyers 
should not forget in our consideration 
of this problem. That is the clear and 
undeniable fact that many lawyers are 
not qualified to practice tax law. Some 
of them know that, and some do not. 
But the mere fact that a man has been 
admitted to the Bar does not mean that 
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he is competent to handle or to advise 
on a tax matter. This, I think, is one of 
the points that irritates the accountants 
most. We tend to say, sometimes, that 
only lawyers can practice law, and that 
this applies fully to tax law, making no 
distinctions lawyers. Yet ac- 
countants know—and we lawyers know, 
too—that accountants are much 
better qualified to handle the ordinary 
tax matter than are many lawyers. In 


among 


most 


many communities, the local lawyers 
habitually and willingly turn over all 
of the to the local ac- 
countant. Indeed the lawyer often has 
his own tax returns made out by the 
When a client comes in 
with a tax matter, many general practi- 
tioners simply throw up their hands and 
say, ‘Oh, you must take that to your 
accountant.’ The accountant is qualified 
to handle most of such tax questions 
which come to him. For the organized 
lawyers now to say that this is all im- 


tax matters 


accountant. 


proper, and that only a lawyer can han- 
dle what many lawyers are not compe- 
tent to handle—matters which the ac- 
countant knows are habitually handled 
by the accountant with satisfaction to 
the client, and often to the local lawyer 
who referred the matter to the 
accountant—this is understandably ag- 
gravating to the accountants. Moreover, 
it does not make sense as far as lawyers 


has 


are concerned; and lawyers who are 
working on this problem must be care- 
ful not to overlook the fact, which I 
believe to be a fact, that many if not 
most accountants are better qualified to 
handle many tax questions than a very 
considerable proportion of the members 
of the Bar are. If this is actually the 
fact, lawyers must be extremely careful 
in this area, and must not officially take 
positions which are simply not realistic 
in terms of the work as it is actually be- 
ing done in many communities,” 
This is the challenge to the Bar. It 
was expressed more pointedly by the 
the 
present controversy: “Why don’t you 
clean own house first? Why, I 
three or 


accountant who is under fire in 
your 


have four tax cases in my 
office right now which were referred to 
me by lawyers.” 

It would seem that the time has come 
for the Bar to put up or shut up. “Put- 
ting up” requires more emphasis upon 
tax law by educators and practitioners 
than has been demonstrated heretofore. 
Not only should the law of Taxation 
be a required course of study at law 


schools, but it also should be a bar 
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examination subject. Practicing attor- 
neys whose working knowledge of tax 
law—substantive, procedural, or both— 
is deficient should avail themselves of 
opportunities to improve their capabil- 
ities. An afternoon (Friday) program 
“to acquaint the general practitioner, 
and those interested in the handling of 
tax controversies, with the procedure 
and practice before the Internal Rev- 
enue Service and the Department of 
Justice, and to introduce those men 
the 
sponsibility of the respective offices in 
the district of Kentucky” should attract 
more than twenty lawyers.’ , 


charged with administrative re- 


Similarly, a two-day (Friday and Sat- 
urday) program presenting speakers of 
topics of general interest in the field of 
taxation should attract more than forty 
lawyers out of a total registration of 
290.4 


Agran case 


The ABA Standing Committee on 


Professional Relations was created in 
the aftermath of the conflict provoked 
in 1954 by the California case of Agran 
v. Shapiro, (273 P.2d 619). This case 
began as a suit by a CPA for a fee for 
services rendered in obtaining a tax re- 
fund based upon allowance of a net 
deduction. A_ two-fold 
issue was presented: Were the services 
the plaintiff accounting 


services or legal services; and since the 


operating loss 


rendered by 
plaintiff was duly enrolled to practice 
before the Treasury Department, were 
his acts as an enrolled agent to be judged 
exclusively by criteria set forth in the 
Regulations of the Treasury Department 
that a 
thority to determine whether these acts 


sO state court was without au- 
constituted the unauthorized practice of 
law? 

The position of the accountants on 
the first phase of this question was 
stated in their amicus curiae brief as 
follows: 

it was not a question of law 
at all in the true sense. Simply stated, a 
representative of the Bureau in a rou- 
tine audit questioned the treatment of 
a certain net operating loss in a Federal 
tax return prepared by the respondent. 
There never was any problem as to the 
applicable law. The sole question of fact 
the 
net operating loss and subject to carry- 


involved was whether loss was a 
back or a personal bad debt and not 
subject to carry-back. All that the re- 
spondent did in his conferences with 


the 


incidental 


Bureau and in his re- 
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search was to direct the attention of 
the Bureau’s representative in an in- 
formal administrative proceeding to 
those authorities which substantiated the 
correctness of a return prepared by him. 
Since it is accepted as clear in California 
and generally throughout the United 
States that the preparation of Federal 
income tax returns is within the proper 
province of the duly licensed public ac- 
countant, it would seem absurd to hold 
that the accountant is practicing law 
when refers to authorities to sub- 
stantiate a position taken by him in the 
actual preparation of a return.’’5 

Absurd though it may have seemed 
to the accountants, the court did con- 
clude that a substantial part of the 
plaintiff's services constituted the prac- 
tice of law, for which he could not re- 
cover. In reaching this conclusion, the 
court viewed his research as more than 
incidental, stating (273 P. 2d 624) that 
“he detailed at length the extensive 
research of the legal authorities which 
he was required to make in order to 
support his position that the loss was 
one which qualified as a net operating 
loss under a proper interpretation of 
the statutory definition.” 


he 


Circular 230 


In rejecting the contention that a 
state court could not interfere with or 
curtail the right of a duly enrolled 
Agent to practice before the Treasury 
Department, the court stressed the con- 
cluding clause of Section 10.2(f) of 
Treasury Department Circular No. 230 
(31 C.F.R. 10.2), relating to practice 
before the Department, that “nothing 
in the regulations in this part shall be 
construed as authorizing persons not 
members of the Bar to practice law.” 
This proviso was interpreted by the 
court as follows: 

“We 
ment 


cannot subscribe to 
advanced 


the argu- 
behalf of the 
plaintiff that this provision was merely 


upon 


‘a catch-all clause designed to prevent 
enrolled Agents from holding themselves 
out as general attorneys’ and ‘to limit 
the authority granted an enrolled Agent 
to the precise field of Federal income 
taxation.’ Rather it suggests a recog- 
nition that ‘practice before the Treas- 
ury Department,’ while it may include 
acts which do not constitute the prac- 
tice of law, and hence within the author- 
ity of enrolled Agents, though not law- 
yers, perform, also comprehends 
others of such character as to bring 
them within this classification. See Peti- 


to 


tion of Kearney, Fla. (1953, 63 So. 2d 
630).’’6 

Dissatisfaction with the Agran case 
led the American Institute of Account- 
ants? to propose to the Secretary of the 
Treasury that Circular 230 be amended 
by deleting the “practice of law” clause 
from Section 10.2(f). The Institute also 
sponsored a bill, which was not enacted, 
in the 84th Congress providing: 

“That the Secretary of the Treasury 
shall by regulations prescribe, to the 
extent that he considers practicable and 
desirable, qualifications, rules of prac- 
tice, and standards of ethical conduct 
applicable to persons who assist tax- 
payers in determination of their Federal 
tax liabilities, in preparation of their 
Federal tax returns, and in settlement 
of their Federal tax liabilities with the 
Internal Revenue Service, provided, 
that no person shall be denied the right 
to engage in such activities solely be- 
cause he is not a member of any par- 
ticular profession or calling.’’§ 


ABA & AIA positions 


The ABA opposed both of these pro- 
posals and created a special commit- 
tee to spearhead the opposition as well 
as to negotiate with the accountants in 
an effort to reach some agreement. This 
was the beginning of the Standing Com- 
mittee on Professional Relations, and 
Mr. Boodell was one of the original 
members. No agreement was reached ini- 
tially. However, a joint statement to the 
Secretary of the Treasury was prepared, 
setting forth the respective positions of 
the AIA and the ABA as follows: 

“I. It is the position of the Insti- 
tute that under Section 10.2(b) of Cir- 
cular 230 certified public accountants 
are authorized to represent taxpayers in 
the settlement with the Internal Rev- 
enue Service of differences that may arise 
as to their tax liabilities-which neces- 
sarily involves interpretation and ap- 
plication of the Internal Revenue Code 
and related regulations, rulings, and de- 
cisions; and that the Treasury Depart- 
ment as well as various state and Federal 
courts have recognized this right. In 
the opinion of the Institute, this right 
has now been put in question by the 
Agran decision in California, and clarifi- 
cation by the Treasury Department of 
the intent of Section 10.2(b) is therefore 
necessary to prevent litigation in state 
courts resulting in differing and incon- 
clusive interpretation of what certified 
public accountants are authorized to 
do. It has been suggested that voluntary 
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luntary 


cooperative action can deal with these 
difficulties, but it is the position of the 
Institute that without clarification of 
Section 10.2(b) no joint machinery for 
voluntary action would be effective. 

“2. It is the position of the Associa- 
tion that the rights of certified public 
accountants and other enrolled Agents 
under Section 10.2(b) have always been 
subject to the limitation stated in the 
last clause of Section 10.2(f) and that 
any amendment to Section 10.2(b) thus 
far suggested would have the effect of 
nullifying that limitation. This the As- 
sociation Opposes on the ground that it 
would be tantamount to authorizing 
enrolled Agents to practice law, thus 
inhibiting the regulation of the practice 
of law by the several states. It is the 
view of the Association that the solu- 
tion to the problem lies, not in amend- 
ing Circular 230, but in a nationwide 
program of cooperative action between 
certified public accountants and law- 
yers. The Association is of the opinion, 
therefore, that amendment of Section 
10.2(b) is both inadvisable and unneces- 
sary, and that effective machinery can 
and should be established at national, 
state and local levels to apply in specific 
cases the general standards of the State- 
ment of Principles upon which the two 
organizations agreed in 1951.’ 

In January, 1956, the Secretary of the 
Treasury issued an official interpreta- 
Section 10.2 of Circular 230, 
stating in reference to the “practice of 
law” clause that: 

“It is not the 


tion of 


intention of the De- 
partment that this second proviso should 
be interpreted as an election by the 
Department not to exercise fully its re- 
sponsibility to determine the proper 
scope of practice by enrolled agents and 


attorneys before the Department. It 


should be equally clear that the De- 
partment does not have the responsi- 
bility nor the authority to regulate the 
professional activities of lawyers and 
accountants beyond the scope of their 
practice before the Department as de- 


* Griswold, A Further Look: Lawyers and Accoun- 
tants, 41 A.B.A.J. 1113, 1116 (1955). 

® Federal Tax Practice and Procedure for the Gen- 
eral Practitioner: an institute sponsored by the 
University of Louisville School of Law and the 
Louisville Bar Association in cooperation with the 
University College, May 13, 1960. 

‘Third Annual Kentucky Institute of Federal 
Taxation—sponsored by the School of Law and 
the School of Business of the University of Louis- 
ville in cooperation with the Louisville Bar Asso- 
ciation and the Kentucky Society of Certified Pub- 
lie Accountants, December 9 and 10, 1960. 

5 This argument does not apply in the case before 
the Kentucky Court of Appeals because, as noted 


fined in Section 10.2(b) and nothing in 
Circular 230 is so intended.”1° 

Since subsidence of the open conflict 
over the Agran case the National Con- 
ference has sought to maintain an even 
keel in professional relations between 
lawyers and accountants. It has at- 
tempted to resolve controversies arising 
in the field of Federal taxation by ap- 
plying the tests prescribed by the State- 
ment of Principles Relating to Practice 
in the Field of Federal Taxation ap- 
proved by the governing bodies of the 
ABA and AIA in 1951.11 In reference 
to practice before the Treasury Depart- 
ment, the Statement provides as fol- 
lows: 

“Under Treasury Department regu- 
lations lawyers and certified public ac- 
countants are authorized upon a show- 
ing of their professional status, and sub- 
ject to certain limitations as defined in 
the Treasury Rules, to represent tax- 
payers in proceeding before that de- 
partment. If, in the of such 
proceedings, questions arise involving 
the application of legal principles, a 
lawyer should be retained, and if, in 
the course of such proceedings account- 
ing questions arise, a certified public 
accountant should be retained.” 

The difficulty of applying this stand- 
ard is apparent when activities of an 


course 


accountant in making a search of- au- 
thorities, such as described in the testi- 
mony heretofore quoted in this article, 
are defended as “accounting research.” 
Similar activities were analyzed by the 
court in the Agran case as follows: 
“Surely the solution of this ‘problem’ 
did not involve or depend upon the 
application of accounting principles or 
procedure, but of legal principles and 
precedents. These were the subject of 
plaintiff's ‘research’ and these alone 
for his 
‘arguments’ addressed to representatives 


could serve as the foundation 


of the Treasury Department in resisting 
the proposed assessments.’’! 

Perhaps it would be more accurate 
to say that the National Conference has 


herein, the CPA in this case accepted the em- 
ployment as a referral from another accountant 
who had prepared the returns in question. 

6273 P.2d 630. 

7 Now the American Institute of Certified Public 
Accountants. 

8 H.R. 1601, 84th Cong., Ist Sess. 

® 80 ABA Rep. 334 (1955). 

10 81 ABA Rep. 537 (1956). 

11 See Martindale-Hubbell Law Directory, 1961 ed., 
Vol. III, pp. 129A-130A. 

12 273 P.2d 627. 

18 41 ABAJ 1180. 

4 Gardner v. Conway (Minn. 1951) 48 N.W. 2d 
788, 795. 
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functioned to preserve the status quo 
of professional relations between lawyers 
and accountants in the pre-Agran days. 
Certainly that seems to be the philos- 
ophy of Dean Griswold, as expressed 
at the conclusion of his article: 

“Wouldn’t we all be better off if 
we would just let well enough alone.”13 

On the other hand, there is re- 
spectable opinion both within the ABA 
and the Kentucky Bar that the law in 
this area should be developed and clari- 
fied through court decisions. Those who 
advocate this course of action firmly be- 
lieve that the accountants are in an 
untenable position when they contend 
that one need not be a lawyer to prac- 
tice tax law (non-lawyers avoid the ex- 
pression “tax law” instead 
taxation’’), because “taxation, 
though composed of both law and ac- 
counting, is something sui generis and 
apart from the law,”!4 or because, in any 
event, accountants are accorded a status 
under Federal regulations equal to law- 
yers in the tax field. 


and use 


either 


Whether this is a majority or minority 
view among lawyers in Kentucky has 
not been determined. In the present 
matter, every member of the Unauthor- 
ized Committee of the Ken- 
tucky State Bar Association was given 


Practice 


a detailed report on this matter. Those 


who themselves were un- 
animous in their recommendation that 
the matter should be submitted to the 
Court of Appeals. Now is the time for 


members of the Bar generally to ex- 


expressed 


press their views—something more, how- 
ever, than private encouragement while 
holding publicly a “hands-off” attitude. 


Conclusion 


At the instance of the ABA repre- 
sentatives, a held in 
March between a Bar committee and a 
committee representing the Kentucky 
Society of Certified Public Accountants. 


conference was 


No agreement has been reached con- 
cerning the issues in the Court of. Ap- 
peals case. But regardless of the strength 
of the Bar’s position in this controversy 
as a matter of law, members of the Bar 
individually and collectively would do 
lack of 


strength in their position due to their 


well to recognize also any 
own inadequacies in the field of tax 
law. We must all strive to correct these 
inadequacies and must demonstrate our 
willingness to improve our own com- 
petency in tax practice if we are to as- 
sume and hold our rightful role in this 
field. vr 
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The impact of Northwestern, Scripto 


and PL 86-272 on Pennsylvania taxes 


by I. H. KREKSTEIN and GERALD KREKSTEIN 


Two years have passed since the first of these three significant changes in state 


taxation of interstate business and we are beginning to see cases construing its effect 


in states other than those where the issues were litigated. The authors examine the 


tax structure of Pennsylvania, which is typical in that it was designed in large part 


with an eye to the U. S. Supreme Court, and they analyze the effect of Federal 


developments, particularly the attitude of state tax officials. 


acinar has been taxing the net 
income of domestic and foreign cor- 
porations since 1935. The tax is six 
percent on Federal income; no deduc- 
tion is allowed for Federal taxes or net 
operating losses carried forward or 
back, 
dividends received and for interest 
US 


ing 


but deduction is allowed for all 
on 
securities. Corporations transact- 
outside of 


business Pennsylvania, 


use a statutory three-fraction allocation 


formula reflecting tangible property, 
payroll, and gross receipts. 

The courts have made it clear that the 
tax is for the privilege of doing business 
in Pennsylvania and that net income 
as returned to-and ascertained by the 
Federal Government is only the base 
upon which the tax is measured; it is 


not the subject or incidence of the tax.1 


Double structure tax 

Pennsylvania is not unique in havy- 
ing two income tax statutes; there are 
now six other states? with so-called 
“second structure” income taxes. In 1951 
Pennsylvania enacted its second income 
tax statute, the Corporation Income 
Tax Law,® designed expressly to tax 
corporate income derived from exclu- 
sively interstate and foreign commerce, 
thus supplementing its regular income 
1935.4 


measured by 


tax act of This tax likewise is 
and 


ascertained by the Federal Government. 


income returned to 

What distinguishes Pennsylvania from 
these six other states is that the law en- 
acted in 1951 expressly provides that 
the tax is laid on property and not on 


the income derived from interstate and 
foreign commerce. 

The only legal distinction between 
these two Pennsylvania taxes, as stated 
in the statutes, is that property is the 
thing taxed by the tax law enacted in 
1951, the privilege of doing business in 
Pennsylvania is taxed by the law enacted 
in 1935; the measure of each tax—the 
income returned to the Federal Govern- 
ment—is precisely the same in both 
statutes. 

The Pennsylvania's 
second structure tax followed closely on 
the heels of the decision by the U. S. 
Supreme Court of Spector Motor Serv- 
ice, Inc. v. O’Connor® holding that Con- 
necticut was without constitutional au- 


enactment of 


thority to levy its income tax on the 
engaging exclusively in 
interstate commerce in that state. This 


privilege of 


left Pennsylvania without legal author- 
ity to impose its Corporate Net Income 
Tax on corporations engaged exclusive- 
ly in interstate commerce. 

Inspired by West Publishing Company 
v. McColgan® in which 
double-barreled tax on corporate in- 
come was upheld in 1946 by the U. S. 
Supreme Court, the Pennsylvania legis- 
lature in 1951 adopted its Corporation 
Income Tax Law for the express pur- 
pose of taxing corporations engaged ex- 
clusively in interstate commerce and 
not subject to the regular income tax 
law. But unlike California, the Pennsyl- 
vania statute expressly described the 
subject of the tax as property. 

The lawmakers feared that the enact- 


California’s 


ment of a tax laid on income would 
negate the benefits derived by the Com- 
monwealth from several previous court 
decisions which hinged on the judicial 
determination that the tax was not a 
direct tax on income but was an excise 
tax for the privilege of doing business 
in Pennsylvania. In Commonwealth v. 
Frank G. Shattuck? the courts had held 
that a multistate corporation engaged 
in a unitary business but losing money 
from operations in Pennsylvania never- 
theless was subject to tax on income 
earned outside of Pennsylvania allocated 
to Pennsylvania by application of the 
statutory three-fraction formula. Jn Com- 
monwealth v. Central Tube Co.8 the 
court approved the imposition of tax on 
income accruing prior to the effective 
date of the act but realized after the 
tax was enacted. The courts in these 
cases upheld the Commonwealth’s right 
to impose tax on the theory that in- 
come returned to the Federal Govern- 
ment was not the subject of the tax but 
merely the measure. These decisions are 
only illustrative of the benefits to the 
Commonwealth of making income the 
measure rather than the 
the tax; there are others. 

However, this well-laid plan to dis- 
tinguish the two taxes has not actually 
worked out as contemplated. 


incidence of 


Courts see a privilege tax 

The Pennsylvania Supreme Court in 
Eastern Motor Express, Inc. and Riss 
and Company,® the most recent cases 
involving the Corporation Income Tax 
Law of 1951, describes the problem thus: 

“The distinction between a property 
tax and a privilege or excise tax is some- 
times so fine or so nebulous that 
the the entire 
country on this vexing subject are at 


decisions throughout 
times vacillating, confusing, and _irre- 
concilable”’. 

Before discussing these cases it may be 
helpful to take a quick look at the 
Eastman Kodak! and Roy Stone Trans- 
fer Corporation" cases, both involving 
the same tax. 

Eastman Kodak Company was organ- 
ized in New Jersey and had a manufac- 
turing plant and general offices in New 
York. The company was not registered 
to do business in Pennsylvania and had 
no office or place of business in the 
state. It had no inventory or other 
assets within the state except 10 auto- 
mobiles for the use of salesmen to solicit 
business. Three of these men resided 
within the state. The company also 
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employed eleven technical representa- 
tives in Pennsylvania who demonstrated 
the proper use of the products. All de- 
liveries to customers in Pennsylvania 
were from locations outside the state. 
Roy Stone Transfer Corporation was a 
foreign corporation engaged in trans- 
portation by motor truck. All deliveries 
were interstate deliveries between points 
within and outside of Pennsylvania. 
Chere were no deliveries between points 
in Pennsylvania, although at times ship- 
ments were picked up in Pennsylvania, 
for delivery outside the state. The tax- 
payer had no office or terminal in 
Pennsylvania, no tangible or intangi- 
ble property in the 
it paid no 


Commonwealth, 


yages and had no pay- 
roll in Pennsylvania. There were no 
employees of the taxpayer doing any 
work in Pennsylvania except those en- 
gaged in operating the trucks in inter- 
state commerce. No contracts, orders or 
solicitations were made or accepted in 
Pennsylvania and no _ payments for 
transportation or services were received 
by the taxpayer in Pennsylvania. 

The court in both of these cases held 
that insotar as these taxpayers were con- 
cerned the incidence of the tax was the 
privilege of doing business in Pennsyl- 
vania and therefore the Commonwealth 
was without constitutional authority to 
impose the tax. This was despite the 
express provision in the law that prop- 
erty is the subject of the tax. 


Nature of tax uncertain 


Now coming to the Eastern Motor 
and Riss cases decided by the Pennsyl- 
vania Supreme Court on December 20, 
1959, which followed the decision by the 
U. S. Supreme Court of the Northwest- 
ern-Stockham cases:12 

Eastern Motor Express and Riss & 
Company were foreign corporations and 
were common carriers of property by 
motor truck. Admittedly they were en- 
interstate 
merce, pursuant to certificates of con- 


gaged exclusively in com- 
venience and necessity issued by the 
Interstate Commerce Commission. Nei- 
ther held certificates of authority from 
the Pennsylvania Public Utility Com- 
mission nor were they registered to do 
business in this state. 

They owned tractors, trucks, trailers, 
and service cars which were located, 
registered, and operated within Pennsyl- 
vania in connection with their interstate 
transportation of freight. 

They also maintained terminals within 
Pennsylvania which they leased from 


others. At these terminals they em- 
ployed managers, salesmen, clerks, dock- 
men, drivers, and other employees. 

The lower court decided the Corpora- 
tion Income Tax Law as applied to 
these companies was invalid because it 
imposed a tax on their privilege of en- 
gaging in interstate commerce. The de- 
cision was based on the Roy Stone and 
Eastman Kodak cases. 

Without doubt, the these 
cases are distinguishable from the facts 
in Eastern Motor avd Riss. The most 
obvious distinction is that in Roy Stone 
and Kodak were no 
places of business or tangible property 
or terminals in Pennsylvania and, con- 
sequently, no employees were connected 
with such establishments. 

Therefore, it is not surprising that 
the Supreme Court reversed the lower 
court in holding that these motor trans- 
portation companies were subject to the 


facts in 


Eastman there 


corporation income tax for the periods 
involved. What is puzzling is whether 
the reasoning by the court in these de- 
cisions can be construed to stand for 
the principle that Pennsylvania’s 1951 
corporation income tax is for the privi- 
lege of doing business in Pennsylvania, 
as the 1935 
possesses the same nature as the taxes 
involved in the Northwestern-Stockham 


the same Tax, and also 


cases, which are direct taxes on income. 


Northwestern followed 

The Pennsylvania Supreme Court re- 
lied heavily on and quoted at length 
from the Northwestern-Stockham opin- 
ions of the U. S. Supreme Court. In 
both cases, the taxpayer maintained 
sales offices within the taxing state and 
the statutes “imposed direct net income 
taxes on corporations”. It would appear 
that the Pennsylvania Supreme Court 
based its decisions entirely on these 
cases: 

“We conclude that net income from 
interstate operations of a foreign corpo- 
ration may be subjected to state taxa- 
tion provided the levy is not discriminat- 
ing and is properly apportioned to local 
activites within the state forming sufh- 
cient nexus to support the same.” 


1 Warner Bros. Theatres, Inc., 345 Pa. 270 (1942); 
Bayuk Cigars, Inc., 50 Dauphin 243 (1940); Elec- 
tric Storage Battery Co., 51 Dauphin 90 (1941); 
Electrolux Corp., 362 Pa. 333 (1949). 

2 California, Minnesota, Oregon, Tennessee, Utah, 
and Idaho. 

% August 24, 1951, P.L. 1417 as amended. 

4 May 16, 1935, P.L. 208 as amended. 

5 340 U.S. 602 (1951). 

6 328 U.S. 828 (1946). 
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[I. H. Krekstein is a certified public 
accountant in Pennsylvania and New 
York. He is a partner of Laventhol, 
Krekstein & Co. with its main office in 
Philadelphia. Formerly he was Deputy 
Secretary of Revenue and Director of 
Corporation Taxes, Pennsylvania De- 
partment of Revenue. He is the co- 
author of “Corporate Taxation and 
Procedure in Pennsylvania” (Commerce 
Clearing House, Second Edition 1952) 
and author of Chapter 21, Tax Practice 
in the CPA Handbook, published by the 
American Institute of Certified Public 
Accountants. 

His son, Gerald Krekstein, is a mem- 
ber of the Philadelphia bar, and special- 
izes in Pennsylvania taxes.| 





Question: Is the Pennsylvania corpo- 
ration income tax also actually a direct 
income tax as in the Northwestern- 
Stockham cases? 


In Roy Kodak 
there is a clear inference that the corpo- 


Stone and Eastman 
ration income tax, as applied to these 
companies, is a privilege tax. After stat- 
ing the facts of the case and the law of 
local property and privilege taxes, the 
Pennsylvania Supreme Court appeared 
to stress a “state may not lay a tax on 
the privilege of engaging in interstate 
commerce”’. 

The court, in Eastern Motor Express, 
Inc. and Riss & Company, Inc. con- 
strued the Northwestern-Stockham deci- 
sions in the following words as holding 
that a state may lay a property tax meas- 
ured by net income: 

“A state can impose a property tax 
on the net income of a foreign corpora- 
tion derived from property owned or 
used in a taxing state and/or from local 
activities broadly interpreted even 
though local activities are part of inter- 
state commerce .. .” 

If the court had stopped there, the 
law of Pennsylvania would have been 
clear. In effect the Supreme Court of 
Pennsylvania would have reversed it- 
self and the corporation income tax 
would have been construed to be a 
property tax measured by net income. 
went further. It 


However, the court 


752 Dauphin 190 (1942). 

853 Dauphin 67 (1942). 

® Commonwealth v. Eastern Motor Express, Inc. 
and Commonwealth v. Riss & Company, Inc., 398 
Pa. 279 (1959). 

19 385 Pa. 607 (1956). 

11 377 Pa. 234 (1954). 

12 Northwestern States Portland Cement Co. V. 
Minnesota and Williams v. Stockham Valves & 
Fittings, Inc., 358 U.S. 450 (1959). 
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stated that Roy Stone and Eastman 
Kodak are still also the law of Pennsyl- 
vania. This can raise two inferences: (1) 
that the corporation income tax is a 
privilege tax with respect to some cases 
and a property tax with respect to 
others; or perhaps stretching it a little, 
(2) that the corporation income tax is a 
privilege tax and that the facts of the 
Eastern Motor Express and Riss showed 
sufficient local activities or nexus to 
validate this tax. 

Viewing this whole confusing jumble, 
the only practical distinction in char- 
acter and nature between the Corporate 
Net Income Tax Act of 1935 and the 
Corporation Income Tax Law of 1951 
is that the latter can be imposed on in- 
come derived from exclusively interstate 
certain circumstances 
and the former cannot. 


commerce under 


Department of Revenue position 


The Department of Revenue in con- 
struing the cases previously discussed 
has taken the position that companies 
with facts similar to the Roy Stone and 
Eastman Kodak cases are exempted from 
tax; those taxpayers with local activi- 
ties equivalent to Riss Motor and East- 
ern Express are considered liable for 
tax. 

What effect has the enactment by the 
the United States Public 
on limiting the powers of 


Congress of 


86-272 


Law 
states to tax interstate commerce? 

This stop-gap law, effective September 
14, 1959, 
effect of the Northwestern-Stockham de- 


is intended to minimize the 


cisions, and thereby prevent a runaway 
the states 
levy tax indiscriminately on all income 


situation in which try to 
from interstate commerce. 

Under this Federal law, states can- 
not impose a tax on net income if the 
activities in the state consist of 
for the 


tangible personal property and if the 


only 


solicitation of orders sale of 
orders are sent to and are approved by 


and delivered from an out-of-state lo- 
cation. 

The law does not provide relief from 
all forms of state and local taxes. The 
only type of tax mentioned is an income 
tax derived from interstate commerce. 
Therefore, if the Pennsylvania Corpo- 
Tax Law of 1951 


poses a direct tax on income, the Fed- 


ration Income im- 
eral law applies. 
The only form of interstate commerce 


for which relief is provided is the sale 
of tangible personal property. Relief in 
Pennsylvania to such companies had 
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already been granted in the Eastman 
Kodak case. Among the interstate busi- 
nesses not mentioned in the act are per- 
sonal service, transportation by motor, 
railroad and pipeline, newspapers, radio 
and television, banking, savings and 
loan associations and so on. However, 
relief to motor transportation companies 
also had already been granted in the 
Roy Stone case. 

In a letter to the tax services the 
Pennsylvania Department of Revenue 
has stated that no attempt is being made 
to tax corporations engaged exclusively 
in interstate commerce, if the only ac- 
tivities in Pennsylvania consist of mere 
solicitation. 

Thus the Department accepts the 
Federal law but has not as yet limited 
its application to income derived from 
the sale of tangible property. 


Sales and use tax 


At the date this is written there have 
been no cases decided by the courts of 
Pennsylvania defining the limits of the 
power of this Commonwealth to impose 
sales or use tax on transactions in inter- 
state commerce. The governing statute 
is the “Selective Sales and Use Tax.’’13 

The tax is at the rate of four per cent 
on retail sales or use in Pennsylvania. 
The principal exemptions from the tax 
are food not consumed on the premises, 
clothing, goods purchased for resale, and 
property consumed directly in manufac- 
turing. 

Section 546(b)(1) provides that every 
person maintaining a place of business 
in this state, and selling taxable, tangible 
services, shall collect 
from customers and make remittance to 
the Bureau. 


property or tax 


Maintaining a place of business 


in sales and tax 
statutes, the teeth are put into the act 
in the definition of “maintaining a 
place of business”. 

Section 2(b)(1) provides that main- 
taining a place of business in Pennsyl- 


As is usual use 


vania is: 

“Having or maintaining within this 
Commonwealth, directly or by a_ sub- 
sidiary, an office, distribution house, sales 
house, warehouse, service enterprise or 
other place of business, or any agent of 
general or restricted authority irrespec- 
tive of whether the place of business or 
agent is located here permanently or 
temporarily or whether the person or 
subsidiary maintaining such place of 
business or agent is authorized to do 





business within this Commonwealth” 

This sub-paragraph appears to create 
three problems of statutory construc- 
tion: 

1. What is an agent of restricted au- 
thority? Assume a New York City rug 
retailer has no solicitors or places of 
business in Pennsylvania. A resident of 
this state travels to New York City to 
purchase a rug, which is sent to the 
customer by railway express. The cus- 
tomer refuses to pay the bill and the 
seller retains a Philadelphia collection 
agency. Does the hiring of this collec- 
tion agency constitute the “having... 
any agent of ... restricted authority .. . 
with this Commonwealth”? 

2. What is the effect of having an 
agent of restricted authority in this 
state? Continuing our example, does the 
hiring of the bill collector mean the re- 
tailer must collect and remit use tax 
only on the isolated transaction con- 
cerning the reluctant debtor? Or, must 
the retailer now collect and remit tax 
on all future with all 
Pennsylvanians? After the retention of 
the Pennsylvania bill collector, is the 
Bureau authorized to audit the records 
of the retailer for periods prior to his 
retention and demand tax on prior 
transactions with Pennsylvanians? 

3. What activities of a subsidiary can 
subject a parent to the Pennsylvania tax 
jurisdiction? If a foreign parent is not 
doing business in Pennsylvania and 
solicits orders through a subsidiary do- 


transactions 


ing business here, the parent is under 
the jurisdiction of Pennsylvania.14 How- 
ever, assume the parent manufactures 
machine tools and the subsidiary is in 
a completely unrelated field, such as 
selling calendars. Does the maintenance 
of an office by this subsidiary subject 
the parent to the jurisdiction of the 
Pennsylvania tax collector? A reading of 
the decided cases sheds no light on the 
problem. 

The Bureau is of the opinion that the 
Scripto case neither added to nor de- 
tracted from the jurisdiction of Pennsyl- 
vania. The Bureau feels that it always 
had authority to collect use tax from a 
Pennsy]l- 
vania through independent contractors. 

Section 2(b)(2) continues the defini- 


principal soliciting sales in 


18 Act of March 7, 1956, P.L. 1228 (72 P.S. 3403-1, 
et seq.) as last amended by Act of April 15, 1959, 
P.L. 20 and the Act of November 21, 1959, P.L. 
1556. 

14 Scripto, Inc. Vv. Carson, 362 U.S. 207 (1960); 
General Trading Co., 322 U.S. 355 (1944). 

15 347 U.S. 340 (1954). 

16 312 U.S. 349 (1941). 

17 312 U.S. 373 (1941). 
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tion of maintaining a place of business 
in Pennsylvania: 

“The engaging in any activity as a 
business within this Commonwealth by 
any person, directly or by a subsidiary, 
in connection with the lease, sale or de- 
livery of tangible personal property or 
the performance of services thereon for 
use, storage or consumption including, 
but not limited to, having, maintaining 
or using any office, distribution house, 
sales house, warehouse or other place of 
business, any stock of goods or any 
solicitor, salesman, agent or representa- 
tive under its authority, at its direction 
or with its permission, regardless of 
whether the person or subsidiary is au- 
thorized to do business in this Common- 
wealth.” 

This subsection apparently causes no 
difficulties except those enumerated pre- 
viously. Since General Trading Co. 
supra, it has been settled that sending 
traveling salesmen into a state solely 
for the purpose of solicitation of orders 
is “maintaining a place of business” in 
that state so as to constitute the em- 
ployer a collector of use tax. This is the 
position of the Bureau, and as far as it 
is known there has been no serious con- 
test of this determination. 

Section 2(b)(3) concludes the defini- 
tion of maintaining a place of business 
in Pennsylvania: 

“Regularly or substantially soliciting 
orders within this Commonwealth in 
connection with the lease, sale or de- 
livery of tangible personal property to 
or the performance thereon of services 
for residents of this Commonwealth by 
means of catalogues or other advertising, 
whether such orders are accepted within 
or without this Commonwealth.” 

The Bureau construes this section in 
association with Miller Bros. Co. v. 
Maryland.15 

From the Bureau’s point of view, the 
case stands for the proposition that if a 
foreign seller invades or exploits the 
consumer market in Pennsylvania in any 
way, he automatically becomes a_ use 
tax collector. 

In Miller Bros. the taxpayer was a 
Delaware merchandising 
maintaining a 


corporation 
Wilmington, 
Delaware. Maryland customers had to 
travel to Delaware to place orders for 
merchandise. No 


store in 


mail or 
orders were accepted. 


telephone 
Advertisements 
were placed in Delaware papers and 
over radio stations. These advertise- 
ments were received by Maryland resi- 
dents, although “not especially directed 


to Maryland inhabitants”. Occasionally 
sales circulars were mailed to all former 
customers, some of whom were resi- 
dents of Maryland. Deliveries to Mary- 
land inhabitants took three forms: (a) 
the customer could carry the package 
back to Maryland, (b) the taxpayer de- 
livered the merchandise to common 
carriers consigned to Maryland inhab- 
itants, and (c) the taxpayer made de- 
liveries in Maryland in its own vehicles. 
The court held that Miller Bros. was 
not a use tax collector for the State of 
Maryland. The Pennsylvania Bureau of 
Sales and Use Tax feels that the key 
words in the opinion are: “Here there 
was no invasion or exploitation of the 
consumer market in Maryland”. 


Exploitation of market 


Let us turn our attention to the “ex- 
ploitation” of a market by means of 
advertising, sales circulars, catalogues, 
and other sales promotion devices trans- 
mitted through the mail. In this field 
the two landmark cases were both de- 
cided in 1941: Nelson v. Sears Roebuck 
& Co16 and Nelson v. Monigomery 
Ward.17 These cases concern the Iowa 
sales and use tax. Both corporations 
were organized under the laws of for- 
eign states, were authorized to do busi- 
ness in Iowa, maintained retail stores 
there and collected sales or use tax from 
customers placing orders at the retail 
stores. Both companies distributed cata- 
logues to residents of Iowa, and both 
refused to collect use tax on orders 
customers mailed outside the state when 
the merchandise was shipped from lo- 
cations outside the state. 

Keeping firmly in mind the fact that 
Sears Roebuck & Co. was authorized to 
do business in the state and maintained 
retail outlets there, the opinion of the 
court stated: “Respondent cannot avoid 
that burden, though its business is de- 
partmentalized.” 

In the Montgomery Ward case, there 
was an additional factor: ‘“Advertise- 
ments have been caused to be printed by 
the retail stores of the Petitioner .. . in 
the State of Iowa, advertising not only 
retail merchandise, but the ability to 
complete service through the use of the 
catalogue”. Even though this case could 
have been decided on grounds identical 
to those in Sears Roebuck & Co., the 
court gratuitously stated that the re- 
spondent solicited sales by use of this 
advertising, and that it is immaterial 
whether solicitation is done by agents or 
by advertising. 
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Based on these cases, the Bureau in- 
terprets the Pennsylvania law: 

1. If a foreign corporation maintains 
an office or place of business in Penn- 
sylvania, it must collect sales tax from 
all Pennsylvania customers whether the 
specific sale in question was negotiated 
by personnel connected with the office 
or whether filled from out of state in- 
ventory pursuant to mail order. 

2. If a foreign corporation maintains 
no office in Pennsylvania, no personne] 
of any nature solicits sales in this state, 
and if the only advertising is done 
through national media such as national 
magazines, national television broad- 
casting, etc., and is not directed spe- 
cifically to residents of Pennsylvania, 
then the acceptance of mail orders does 
not constitute an activity sufficient to 
make the seller a tax collecting agency. 

3. Mere advertising directed specific- 
ally to residents of Pennsylvania is an 
activity sufficient to make the seller a 
tax collecting agency. 

The only possible way to summarize 
the thinking of the Bureau on this sub- 
ject is to state that all persons and cor- 
porations are tax collectors if they are 
selling to residents of Pennsylvania, or 
servicing their taxable tangible personal 
property, unless the seller has no con- 
nection whatsoever with Pennsylvania 
residents, except through advertising not 
directed specifically to Pennsylvania. 
This summary is rather general, but the 
Bureau is reluctant to be specific. % 


New decisions 





State may not tax leaseholds from U. S. 
at higher than normal rate. Washing- 
ton imposes a tax on all leaseholds, in- 
cluding those from the state, based upon 
their fair market value. As to certain 
leaseholds from the Federal Govern- 
ment, however, the Washington Supreme 
Court ruled that the proper tax base was 
“the full value of the buildings -and 
improvements” thereon, even though the 
market value was much less. The U. S. 
Supreme Court disagrees, holding that, 
“If anything is settled in the law, it is 
that a state may not discriminate against 
the Federal Government or its lessees.” 
The court also holds the Ninth Circuit 
erred in reducing the taxes to a non- 
discriminatory declaring that 
“When, as here, the tax is invalid, it 
exacted.’"’ Moses Lake 
Home, Inc. v. Grant County, U. S. Sup. 
Ct., 4/17/61. 


level, 


‘may not be 
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An ex-CC defends the IRS: Caught between 


taxpayers and Congress, it does a good job 


by HART H. SPIEGEL 


The former Chief Counsel of the IRS gives forthright answers to three common 


criticisms of the IRS: Why does it litigate instead of asking Congress to fix an 


obviously bad law? Why doesn’t it acquiesce or appeal every Tax Court case it 


loses? Why does it issue rulings not logically consistent with existing ones? Mr. 


Spiegel points out the reasons why as a practical matter the IRS has to do things 


that appear to be arbitrary or illogical. 


\ Wyss TAX MEN, as well as mere tax- 
payers, frequently complain that the 
tax law is a hodge-podge, too complex 
that 
in- 


too detailed to be workable, 


the 


and 


even forms are monsters of 
genuity and ambiguity and that it is 
asking too much of a self-assessment 
System to expect taxpayers to operate 
under such a complex code. This in- 
dictment truth 


in it but the remedy frequently pro- 


has many elements of 
posed—short simple clear legislation— 
is more a dream than a practical possi- 
bility. A 
more complexity and detail and fre- 


quently entirely new problems. 


legislative clarification adds 


More often than not, the problem to 


which attention is addressed when the 
initial legislation is proposed is nearly 
lost in the shuffle by the time the final 
legislation is enacted. An example of 
what I am talking about occurred in the 
last session of Congress when Public 
Law 86-470 was enacted. This law dealt 
with assessment of penalties for late 
filing of income, estate and gift tax 
returns, and for underpayment of esti- 
mated tax. The problem which  oc- 
casioned the legislation arose in this 
fashion: 

The 
Service 


the 
to assess and collect 


long-standing practice of 
has been 
penalties for late filing of income, estate 
and gift tax returns, and for under- 
payments of estimated tax without the 
formalities of deficiency procedure and 
the issuance of a 90-day letter when the 
penalty is measured by the tax shown 


on the taxpayer’s return rather than by 





a deficiency in tax. This practice, as 
applied to the late filing penalty under 
the 1939 Code, has been sustained by 
the Court of Appeals for the Third 
Circuit in United States v. Erie Forge 
Co. ((1951) 191 F.2d 627, 
(1952) 343 U.S. 930.) 

But the Ninth Circuit in February, 
1959, this interpretation 
applied to the 1954 Code, holding that 
the penalty for late filing of a return 
could not be without going through 
the deficiency procedure even though 
the penalty was measured by the tax 
shown on the taxpayer’s return. Grand- 
Hackleman, ((CA-9, 1959) 264 
F.2d 9). The Second Circuit in Decem- 
ber, 1959, held similarly. Strawberry Hill 
Press, Inc. v. Scanlon, ((CA-2, 1959) 272 
F.2d 306.) In September of 1959 the 
Fifth Circuit held that the penalty for 
underpayment of estimated taxes could 
not be assessed without deficiency pro- 
1959) 


cert. den. 


rejected as 


quist v. 


cedure. Enochs v. Muse ((CA-5, 
270 F.2d 528.) 


Legislative problem 


These court decisions presented the 
Service with a very serious problem. If 
the Service was to issue a 90-day letter 
in every case in which a penalty for late 
filing or for underpayment of estimated 
to be asserted, it would be 
necessary to examine thoroughly each 
order to include the full 
amount of any deficiency in the 90-day 
letter because of the restrictions on the 
issuance of additional 90-day letters 
under Section 6212(c) of the 1954 Code. 


tax was 


return in 


The number of 90-day letters to be 
issued each year would be increased from 
78,000 to nearly a million. A legislative 
solution to the problem appeared to be 


essential if the additions to tax for 
late filing and for underpayments of 
estimated taxes were to be enforced 
effectively. 

The Treasury Department proposed 
legislation and, as a result, H.R. 9660 
was introduced on January 18, 1960. 
This bill, as it passed the House of 
Representatives, provided the solution, 
but when it passed the Senate, two 
amendments had been added, both of 
which would produce revenue losses, 
and add another complicating feature 
to the law and the necessary tax forms. 

The first of these amendments re- 
moves the three per cent limitation on 
medical expenses incurred by the tax- 
payer for the care of his dependent 
mother or father or the dependent 
mother and father of his spouse, if the 
dependent parent is over 65. 

The second amendment would have 
allowed a $600 deduction to a taxpayer 
maintaining in his home as a member 
of his household for at least seven 
months during the year, a foreign stu- 
dent who is enrolled as a full time 
high school student. This amendment 
was deleted in conference with the un- 
derstanding that the matter would re- 
further consideration 
be presented to the Ways and Means 
and Finance Committees in connection 
with another bill ((May 4, 1960) 106 
Cong. Rec. 8706 (Sen. Byrd); (May 5, 
1960) 106 Cong. Rec. 8906 (Mr. Mills). 

I think it is quite apparent that 
neither of these amendments had any- 


ceive and would 


thing to do with assessment of penalties. 
The medical expense amendment pro- 
duced a revenue loss estimated at $50 
million. This, in effect, was the price 
tag for obtaining a non-controversial 
technical amendment to the statute. 
The development of this little bill 
designed to cope with a very serious 
technical problem, and the ultimate re- 
sult which was effected, epitomize the 
problem with which administrators of 
the are confronted when a 
legislative solution to a problem is 
suggested. It is one thing to suggest 
the solution. It is quite another to 
obtain legislation which solves the prob- 


tax law 


lem at hand without creating other 
problems of an even more serious na- 
ture. I think it is for this reason that 
personnel the Internal Revenue 


have sometimes a little 


in 


Service been 
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gun-shy of so-called ‘“‘legislative solu- 
tions” to tax questions. Sometimes the 
bad as the and 
not infrequently, it may be worse. 

I do not mean to say that these 
amendments are not good tax legisla- 
They intrinsic 
merit. But all too often, they are not 
allowed to be judged on their own 
merits, but become an appendage to 
other essential legislation, and are en- 
acted by necessity, not by desire. 


cure is as disease; 


tion. may well have 


Tax Court acquiescences 


So much for the legislative problems. 
Let me allude briefly to some of the 
problems in the litigation area with 
which the Chief Counsel’s Office is con- 
12,000 and 
13,000 docketed Tax Court cases which 
are being handled by the 600 lawyers 
in the Chief Counsel’s Office. Of course, 
all of these lawyers are not engaged in 
Tax Court work. Perhaps a third are 
so engaged. The criticism fre- 
quently made in respect to tax litiga- 


cerned. There are between 


most 


tion is the practice of the Service in 
Tax Court de- 
cisions. It is frequently argued that this 
is pretty highhanded business on the 
the that if the 
l'ax Court is a court and if the Govern- 


“nonacquiescing” in 


part of Government; 
ment has been a party to a proceeding 
where the merits were in litigation and 
decided, then the Government should 
not refuse to accept the consequences 
of that decision. 

Let me first point out that the prob- 
lem does not have the magnitude it 
once had. Actually, the number of Tax 
Court the 


neither acquiesces nor appeals are an 


decisions in which Service 
insignificant portion of the total num- 
ber of cases disposed of. Several years 
ago a survey was made in which it was 
ascertained that acquiescence was be- 
ing noted in about 88% of all adverse 
of the 


adverse decisions were being appealed. 


lax Court decisions. About 8% 


of the adverse 
decisions did the Service neither take an 


Thus, in only about 4% 
appeal nor note an acquiescence, and of 


this small group of cases in which 
neither an appeal was taken nor ac- 
quiescence noted, many were later ac- 
quiesced in or were rendered moot by 
subsequent legislation. The efforts to 
achieve uniformity and certainty in the 
tax law have been carried to the point 
that the Service fails either to acquiesce 
or to appeal ultimately in only about 
one per cent of all cases decided by 


the Tax Court. (This is to be con- 


trasted with a survey covering a fifteen 
year period ending with 1952 which in- 
dicated that acquiescences were ap- 
proved in only 80% of all adverse Tax 
Court decisions.) 

Nevertheless, it is true that the Serv- 
ice does on occasion refuse to acquiesce 
in an adverse Tax Court decision. The 
question is why? 


An impossible case 


Let me give you an illustration of 
the kind of case which occasionally 
comes along which I think justifies the 
Government's position in this matter. 
Some time ago, the Tax Court decided 
the case of Sidney Stark, (29 TC 122 
(1957).) The case involved a taxpayer 
who had received alleged dividend dis- 
tributions in 1948-49 from a company of 
which he was a stockholder. In 1957 the 
corporation settled a Tax Court case 
covering the years 1946 to 1949 in- 
clusive, agreeing to certain deficiencies 
in income taxes for those years, with 
interest. It was held that in determining 
the corporation’s earnings and _ profits, 
which existed during the years 1948-49 
when distributions to the  stock- 
holder were made, the interest on the 


the 


tax deficiencies should be ratably ac- 
the interest 
was accumulating, even though the tax 


crued during each year 
deficiencies (and the accompanying in- 
terest) were a contested liability and 
the liability was not established until 
1957. The result of this was that Mr. 
Stark was entitled to treat the dividends 
had 1948 


distributions 


which he 
1949 as 
cause they were not out of earnings and 


received in and 


non-taxable be- 
profits—the earnings and profits having 
been dissipated by the accrual of in- 
terest. The clear effect of this decision 
was that in every case of the contested 
income tax deficiency the interest of the 
deficiency, when finally determined, 
would be accrued ratably during the 
years from the initial filing of the re- 
turn for purposes of computing earn- 
ings and profits. If this should be done 
for interest on Federal income tax de- 
the would 


ficiencies, same reasoning 


obviously apply to interest on_ state 
income tax deficiencies; and a compar- 
able ruling would clearly apply in the 
of Federal 


refunds. 


case and state income tax 


Presumably, the principle 
would also carry over into areas such 
as property taxes, excise taxes and the 
like. The result of a clear 


of this principle enunciated in 


acceptance 
the 
Stark case would be that the earnings 
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[Hart H. Spiegel is a member of the 
firm of Brobeck, Phleger & Harrison, 
San Francisco. This article is based on 
an address given to the Arkansas Bar 


Association in June.] 





and profits of a corporation would be 
continually subject to adjustment for 
back years or account of settlement of 
tax liabilities in later years. 

Now, let us look at some of the prob- 
lems which a decision like this creates. 
The situation is different that 
which exists where there is a deficiency in 
income taxes. If the deficiency in tax 
is related back to the year when the 
liability first arose for purposes of com- 
puting earnings and profits in that year 
(rather than having the adjustment 
made in the year when the disputed 
tax liability is settled) it will not re 
sult in any dividends being held a re- 
turn of capital. This is so because, if 
there is an income tax deficiency for 
a particular year, by hypothesis there 
must have been an increase in taxable 
income the 


from 


would 
still be a net increase in earnings and 
profits for the year to which the liability 
relates. But the same is not true of in- 


for year so there 


terest. If the company is required to 
relate its interest accrual back to the 
year when the original liability arose, 
its earnings and profits are decreased 
pro tanto during the years when the 
accrual is being made, without any in- 
crease in taxable income. Thus, the earn- 
ings and pyvofits for dividend purposes 
can be reduced. 

In the case of most companies, the 
earnings and profits will normally be 
large enough to cover any dividend dis- 
tributions without regard to any inter- 
est adjustment which, on the whole, 
would be small by comparison so that 
the problem is limited to additional 
accounting work. But in the case of 
natural resources companies, public 
utilities and the like, which operate in 
such fashion that their earnings and 
profits frequently barely cover or do 
not quite cover their distributions for 
the year, and adjustment in earnings 
and profits occasioned by some slight 
the interest could 
stockholders would be 


change in accrual 


mean that en- 
titled either to a small refund or should 
pay a small deficiency in respect of 
their dividends. If a succession of years 
at various times, a 
and readjustment of 
earnings and profits would be required. 
The problem from the standpoint of the 


were settled con- 


tinual revision 
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Service becomes almost insurmountable, 
involving as it does, a continual re- 
computation of earnings and profits for 
back years for a host of companies. 
The fact of the matter is that the 
Stark case is almost impossible to live 
with, not only for the Service but for 
most taxpayers; not only for the cor- 
porations whose dividends are involved, 
but for the stockholders thereof. This 
difficulty arises because the Tax Court 
refused to accept the “contested lia- 
bility theory” in the computation of 
interest as it affects earnings and profits. 
Under the it seems to 
me it is understandable why the Service 
has not acquiesced in the Stark case. I 
fail to see where any real good would 
come of acquiescence or where any real 
harm exists from a failure to acquiesce. 
This is the kind of situation in which 
it seems to me a general principle of 
acquiescing in Tax Court cases is per- 
haps less important than responsible 
administration of the tax law. I think 
the Service simply accept the 
criticism which comes its way because 


circumstances, 


must 


of its policy of non-acquiescence in cer- 
tain decisions. Judiciously applied, I be- 
lieve the policy is justified as a tool of 
responsible tax administration. 


Rulings problems 

Finally, let me say a brief word about 
problems in the rulings area. No one 
is more keenly aware than I of the im- 
portance of providing guidance to tax- 
payers in the form of rulings for sig- 
nificant transactions. The rates are too 
high and the amounts are too substantial 
to expect taxpayers engaged in legiti- 
mate business transactions to play Rus- 
sian roulette with the tax consequences. 
The tax laws were not designed to do 
this and I think one of the healthiest 
developments in the past decade or so 
has been the growth and flowering of 
the policy of rulings on transactions in 
advance of their consummation. It will 
be recalled that it was not until the 
1938 Revenue Act that the Service felt 
it had authority to rule on any sort of 
prospective transactions through the 
medium of closing agreements. Since 
that time the Service has expanded its 
ruling functions to the point where it 
is now issuing upwards of 30,000 rulings 
a year. Many of these rulings are in 
the exempt organizations area or in- 
volve changes of accounting method or 
changes of accounting period and may 
not present problems which are very 
unique or even too difficult. But many 
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ruling requests involve unique questions 
of law, and one of the most difficult 
problems of the Service is to promul- 
gate rulings for guidance, which can 
provide a consistent interpretation of: 
the statute, but which do not create 
ridiculous situations where the princi- 
ple is clear but common sense is lack- 
ing. 

Let me illustrate what I mean. Not 
long ago, the Court of Appeals for the 
Eighth Circuit decided the Woodall 
case. This case held that where an em- 
ployee was reimbursed for his expenses 
in moving to his first post of duty by 
his employer, he was required to in- 
clude the reimbursement in gross in- 
come. Since his moving expenses were 
non-deductible personal expenses, this 
amounted to an increase in his taxable 
income. When a case such as this is 
decided, a number of questions im- 
mediately arise. Should the decision be 
applied without regard to the location 
of the first post of duty? That is to say 
irrespective of whether the post is over- 
seas in some remote and _ uninviting 
area, involving very substantial moving 
expenses both in the abstract and in 
relation to basic salary (e.g. a foreign 
post of duty for a State Department 
employee), or is in some inviting place 
within the United States. If reimbursed 
moving expenses to the first post of 
duty are income, what about moving ex- 
penses incurred in moving from one 
post of duty to another for the same 
employer? Here it has been consistently 
held that the reimbursement is not in- 
come. On the other hand, how about 
reimbursement to a_ prospective 
for coming out to interview 
his prospective employer? And without 
attempting to answer which of these 
items are income, how about the em- 
ployment agency fees paid by employ- 
ees seeking work? Can the ruling that 
these are deductible be squared with 
a ruling that an employee’s expenses 
in job-hunting would not be deductible? 


em- 
ployee 


Compliance a problem 

Here is an area in which it is prob- 
ably possible to come up with a sound 
theoretical ruling, namely, that moving 
expenses for an individual are not busi- 
ness expenses but are a personal non- 
item; and that reim- 
bursement for moving expenses is in- 
come. But any such ruling, despite its 
simplicity and apparent abstract justi- 
fication from a literal application of 
the tax law, would in my judgment re- 


deductible any 








sult in extremely difficult problems of 


enforcement and taxpayer compliance. ) 


I think the administrative authorities 
of the income tax law must do all they 
can to keep our concepts of taxable in- 
come at least within a general frame- 





work of a layman’s view of taxable in- | 
come, and I think that even though | 
to do this may mean that all rulings | 
are not perfectly symmetrical and that 

there may be latent or patent incon- | 
sistencies in the treatment afforded cer- | 
tain comparable items, perhaps this is | 
better than having a rulings policy in | 
a given area which is consistent and | 
simple but which forces on the Service 

positions so far out of line with ne 
average taxpayer’s notions of taxable 

income that it will result in mass dis- | 
regard of the Service’s position. I am a 

great believer in the ad hoc approach. 

I think the administrative authority is | 
fully justified in resolving each case as | 
it comes along; and assuming the law 
is not crystal clear, part of the function 
of the ruling authority is to try to 
promulgate rulings which are workable | 
and generally in accord with the pub- 
lic’s notions of taxable income, rather 


- 


=a 


than to preserve inviolate some prin- | 
ciple of gross income which can only 
lead to mass disregard of, and mass non- 
compliance with, the Service’s position. 


_~ 


Compensation issues 


Let me illustrate by another example. 
Take the problem of the inter-relation- 
ship between the “courtesy discount to 


employees” rule, the “bargain sale to 
employees” rule, and the “retained com- 
missions of employees” rule. Under the | 
“courtesy discount to employees” rule | 
it has long been recognized that cour- 
tesy discounts on purchases offered by 


an employer to his employees generally 
are not considered as remuneration for 
services, if they are of relatively small 
value and are offered as a means of pro- 
moting the health, goodwill, content- 
ment or efficiency of the employees. 
On the other hand, the Regulations 
have long held “if ‘property is trans- | 
ferred by an employer to an employee | 
its fair mar- 
whether the 


for an amount less than 
ket value, regardless of 
transfer is in the form of a sale or ex- [ 
the difference between the 
amount paid for the property and the 
amount of its fair market value is in 
the nature of compensation and shall | 
be included in the gross income of the 
employee.” 

Finally, the courts have said that com- 
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missions retained by an insurance sales- 
man, in the form of reduced costs of an 
insurance policy on his life and proper- 
ty, constitute income to the salesman. 

There is little doubt in my mind that 
all three of these items could be said to 
fall within the compass of Section 61 of 
the Code as gross income. In a sense, 
they all serve as indirect compensation 
to the employee. An employee who has 
the benefit of any one of these is better 
off economically than without the bene- 
fit. 

Yet the Service *has made a distinc- 
tion between bargain sales of property 
to employees and courtesy discounts to 
employees; and between courtesy dis- 
counts and retained commissions; and 
there are, of course, an infinite variety 
of forms in which bargain sales or cour- 
tesy discounts may be effected. Books 
could be written as to whether a dis- 
tinction can properly be made between 
these three typical items. Perhaps it 
might even be conceded that a sound 
theoretical could be 
erected by insisting that if an item is 
gross income, it shall be taxed, prac- 
ticalities, common sense, or general tax- 


tax structure 


payer acceptance to the contrary not- 
withstanding. But in my view the tax 
laws cannot be thus administered. Part 
of the function of responsible ad- 
is to draw lines; and to 
draw lines which may be criticized be- 
cause they cannot be squared precisely 
with related rulings and may depart 
from pure theories of gross income. In 
long run, I believe the interests 
of the country are best served by having 


ministration 


the 


lines drawn which accord with a reason- 
able understanding of what is income, 
even though the hazard is to be ac- 
cused of “giving away” tax revenues. 
that 
“given away” by a concession to practi- 


I believe any amount which is 
calities in matters such as this is more 
than recovered by maintaining a tax 
structure which people can understand 
and recognize as consonant with their 
notions of income. Moreover, I believe 
made in the 
past decade in this direction in the rul- 


real progress has been 
ings area. No doubt isolated rulings can 
be singled out as being inconsistent 
with the sweep and compass of Section 
61, but I believe we shall be better off 
to accept this criticism than to main- 
tain a tax structure of pristine simplicity 
and correctness but totally out of kcep- 
ing with accepted notions of taxable in- 
come. 

This general problem was epitomized 


in the famous “Christmas Turkey” con- 
troversy which arose when someone in- 
sisted that an answer be given to the 
question of whether turkeys given by an 
employer to his employees constituted 
wages for purposes of the withholding 
I do not doubt that if no con- 
sideration is given to anything other 
than the broad definition of gross in- 


tax. 


come in the Code, the turkeys are in- 
come and probably wages; but I venture 
to suggest that asserting a withholding 
tax on a Christmas turkey would, in the 
long pull, do the internal Revenue Serv- 





Refunds based on credit for state in- 
heritance taxes don’t bear interest. Re- 
funds of Federal estate tax will fall into 
one of three general categories, namely 
(1) a refund based entirely on credit 
for state inheritance taxes, (2) a refund 
based partially on credit for state in- 
heritance taxes and partially on other 
adjustments, or (3) a refund based en- 
tirely on adjustments other than credit 
The 
missioner now rules that a refund based 
entirely on the credit for state inheri- 
tance 


for state inheritance taxes. Com- 


taxes will be made without in- 
terest; that if an adjustment of the 
credit for state inheritance taxes claimed 
the return tends to the 
amount of any refund otherwise allow- 
able, then that portion of the refund 
which, in the final analysis, represents 
the refund due to the 
adjustment of the credit will not bear 
interest; and a refund based entirely on 
adjustments other than the credit for 


on increase 


the increase in 


state inheritance taxes will bear interest 
on the entire amount of the refund. 
Rev. Rul. 61-58, IRB 1961-14 p. 9 (Rev. 
Rul. 55-69, 1955-1 CB 461, superseded.) 


District Director not liable for damages. 
The District Director levied against the 


_ New procedural decisions this month 


Procedure «+ lll 


ice more harm than it would do good. 

The effectiveness and fairness of our 
tax structure in the legislative area, in 
the litigation area, and in the rulings are 
a must in the final analysis depend upon 
the quality of the people who serve in 
the Government and must make _ the 
necessary day-to-day decisions. My asso- 
ciation with these gentlemen was at least 
extensive enough to convince me beyond 
peradventure of doubt that a conscien- 
tious effort is being made to develop a 
more perfect and just tax system and to 
administer it accordingly. w 


checking account of taxpayer’s wife. The 
notice of levy to the bank stated that all 
monies and accounts standing in the 
name of the wife were, in truth and in 
fact, the property of the taxpayer. The 
wife sued the District Director, asking 
for a return of the money plus general 
and punitive damages. The district 
court held that the money should be 
returned to the wife, but did not allow 
any damages. This court affirms. When 
an officer of the Federal Government, 
acting in the scope of his official ca- 
pacity, performs an act in the area en- 
trusted to his discretion and not some 
action outside the scope of his duty, the 
officer is immune from liability for 
damages. Bershad, CA-9, 5/2/61. 


Philadelphia chosen as new IRS service 
center. The Commissioner recently an- 
nounced that the Philadelphia metro- 
politan area would be the site of the 
IRS’ new service center. The center (cov- 
ering Delaware, Maryland, New Jersey 
and Pennsylvania) will process returns 
and perform accounting work on new 
electronic equipment, as part of the 
Service’s conversion to an automatic data 
processing system. Key factors in select- 
ing the Philadelphia area, the IRS said, 
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were the availability of skilled revenue 
employees, general unemployment, and 
the area’s vast communication and trans- 
portation facilities. IRS News Release, 
No. IR-383 (5/31/61). 


Terms of suspension agreement strict- 
ly enforced. The taxpayer and the Com- 
missioner entered into a suspension 
agreement tolling the statute of limita- 
tions until a certaih test case had been 
decided, or if the case was settled, until 
the taxpayer had notice of a settlement. 
‘The received the 
settlement by telephoning the office of 


taxpayer notice of 
the clerk of the court who informed the 
taxpayer that test case had been closed. 
The taxpayer wrote the Commissioner 
quoting from the text of the stipulated 
judgment. Fifteen days of the statutory 
period for filing a claim for refund had 
not expired when the suspension agree- 
ment was made. Taxpayer, having had 
notice of the settlement and having 
failed to file his petition within 15 days 
after notice, was barred from filing suit. 
Texaco, Inc., Ct. Cls., 5/3/61. 


Amish farmer’s failure to pay social se- 
curity tax results in IRS sale of his 
property. Certain Amish farmers refused 
to pay social security taxes, applicable 
since 1/1/55, because of religious con- 
1956 
tween the IRS and Amish officials, many 


victions. After a meeting in be- 
of the latter paid the tax or maintained 
bank accounts upon which a lien could 
As to 
did not comply, the IRS announces that 


be executed. those farmers that 


it has been forced to resort to seizure 
and sale of personal property. JRS News 


Release No. I.R.-380 (5/15/61). 


IRS steps up collection of withholding 
The 
employers that the IRS is 


taxes. Commissioner has notified 
stepping up 
collection processes for taxes withheld 
from employees’ wages and not paid 
the the 


date. The new procedures will expedite 


over to Government on due 
the collection of such taxes where timely 
deposits or prompt payments are not 
made. Notice of tax lien or other meas- 
ures will be initiated within a few days 
after receipt of a return without full 
payment. 7RS News Release, No. IR-382. 


Mitigation provisions applied to double 
exclusion of income. Taxpayer was a 
shareholder in a corporation which in 
1949 $40,000. In 1951 the 


lent him 


corporation was liquidated and the note 
representing the indebtedness was dis- 
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tributed to taxpayer. Taxpayer did not 
include any portion of the amount of 
the note in his gross income either for 
the year 1949 or 1951. The Commis- 
sioner determined that the loan in 1949 
was a taxable dividend, but the Tax 
Court, in a previous decision, decided 
that the transaction was a bona fide loan 
and was not properly reportable in 1949. 
The Commissioner now asserts a de- 
ficiency for 1951, even though the statute 
of limitations has run, relying on Sec- 
tions 1311-1315 of the 1954 Code which 
provides for the mitigation of the statute 
of limitations if certain prerequisites 
are met. The court holds that these sec- 
tions are applicable and that the statute 
of limitations is no bar since (1) there 
was a “determination” (the previous de- 
cision) within the meaning of those sec- 
tions, (2) the “determination” requires 
the exclusion from gross income of an 
item which was omitted from the 1944 
return and properly includible in the 
gross income of the taxpayer for another 
year (1951), (3) the original notice of 
deficiency for the year 1949 was issued 
in sufficient time so that if such a notice 
were issued for 1951 the statute of limita- 
tions would not be a bar, (4) the present 
notice of deficiency was issued within 
one year after the “determination” and 
(5) the “determination” was made 90 
days after the enactment of the 1954 
Code. Perkins, 36 TC No 34. 


Alteration voids Form 870. In April of 
1958, the taxpayer signed a Form 870 
(Waiver of Restrictions of Assessment 
and Collection of Deficiency in Tax and 
Acceptance or Overassessment) on which 
the were in pencil. 
erasures were made in the pencil figures 
while the Form 870 was in the possession 
of the Internal Revenue Service. After 
presenting a new Form 870 to the tax- 
payer, who refused to sign, the taxpayer, 
on February 11, 1959, initialed, in ink, 
the changes made on the original Form 
870, executed in April of the previous 
year. Because of the alteration by the 
IRS without permission of the taxpayer, 
the original Form 870, executed by the 
taxpayer and later initialed, is, the court 
holds, void and of no effect. However, 


figures Certain 


the injunction to prevent the District 
Director from seizing or selling the tax- 
payer’s property is denied since there 
is no showing of “exceptional and extra- 
ordinary circumstances.” Pork, DC Va., 
4/14/61. 


No injunction against assessment; notice 








was properly mailed. A 90-day letter was 
sent to taxpayer’s former residence. The 
evidence showed that the IRS had sent 
a number of documents there and that 
they had no later address. Thus, the 
evidence established this address as his 
last known address, although he was 
not in fact living there. The assessment 
based on this notice is, the district court 
held, valid. There can be no injunction | 
against the assessment even if it is a 
hardship on taxpayer. This court affirms. 
Bergfeld, CA-5, 5/9/61. 





Strict enforcement of tax court rules 

discretionary with court. Strict enforce. | 
ment of rules respecting the time within 

which any motion or pleading, made 

after the petition, must be filed is within | 
the court’s discretion. Where taxpayers | 
were so lacking in diligence that they J 
waited for approximately one year after | 
the Commissioner’s motions were filed to | 
contest them, the court refuses to exer: | 
cise its discretion for taxpayer’s benefit. | 
Wolfe, TCM 1961-131. ; 


Election to file joint returns can’t be} 
made after due date—1939 Code. Tax-} 
payer together with his wife did not} 
timely file joint income tax returns for 

the years 1948 and 1949. The court holds 
Section 51(b) of the 1939 Code, while J 
permitting a husband and wife to file a 

return jointly inherently requires that J 
such election be made on or before the } 
due date of the return. Accordingly tax- 

payer and his wife could not in April 

1959 file joint returns for 1948 and | 
1949. [The 1954 Code allows the filing 
of a joint return after filing separate re- 
turns within three years after the orig- 
inal due date.—Ed.| Estate of Grobart, 
TCM 1961-128. 


— 


Stipulation to reduce refund does not 
affect interest. In this suit for refund of | 


1941 tax, taxpayer stipulated that oon 


was an unpaid assessment of 1943 excess 

projects tax, barred by the statute of 

limitations, which should reduce any 

judgment of refund. Relying on Section | 
3771(b)(1), the district court reduced 
the interest on the refund by limiting 
interest after the date of the assessment 
of the 1943 deficiency to the excess of 
the 1941 overpayment over the 1943 de- 
ficiency. The circuit court reverses, hold- 
ing Section 3771(b)(1) inapplicable. In- | 
terest is allowed on the full amount of 

the 1941 overpayment without reduction 

for the 1943 deficiency. L. A. Shipbuild- 

ing & Drydock Corp., CA-9, 3/22/61. 
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Lease or purchase? Courts more sympathetic 


to taxpayer than IRS; rules confused 


by WILLIAM J. SCHWANBECK 


The desires of equipment manufactuers, and users of their products, are usually 


different, and often lead them to choose ambiguously worded documents in an 


effort to give some effect to the interests of each. Tax disaster can follow such un- 


clear documents, suggesting as they do unclear transactions. Mr. Schwanbeck ex- 


amines the law, cases, and rulings, and suggests that the courts treat the taxpayer 


better than the IRS does. He emphasized that intent is likely to govern, and 


offers suggestions to tax men on how to make clear their intent when setting up a 


transfer of assets. 


ipee oF industrial and commercial 
equipment is common today, and 
so are tax troubles arising from these 
transactions when the planning isn’t 
done with great care. Tax troubles grow 
out of the differing reasons for casting 
a transaction as a sale or a lease. 

One business will lease equipment in 
order to avoid a depletion of its work- 
ing capital; while this could be avoided 
by buying on the installment method, 
the presence of the indebtedness on the 
balance sheet would be objectionable. 
Another may be embarking on a new 
product or new manufacturing process 
and because of the uncertainty of suc- 
cess prefers to limit its financial risk by 
leasing the equipment. In the case of 
highly technical and complicated equip- 
ment, the lessor frequently is able to 
maintain the equipment in operating 
condition more economically and eff- 
ciently than the user would be able to 
do if he purchased it. We might note, in 
passing, that while these problems arise 
most often with industrial property, most 
of what we say applies also to real estate. 

In planning the acquisition of equip- 
ment, management probably will give 
first consideration to these business rea- 
sons in determining whether to lease or 
to purchase. However, an intelligent de- 
made unless the tax 


cision cannot be 


effects of the lease versus the purchase 
also are considered. In order to predict 
the annual cash requirements and the 
net cost to the user under each method, 
it is important to be able accurately to 
determine the tax benefits through de- 
ductions for rent or for depreciation and 
interest. If the planning is on the part 
of the seller or lessor, it is important 
to know whether the gross receipts will 
represent proceeds from sale or rental 
income the the 
equipment is to be deducted as cost of 


and whether cost of 
sales or as depreciation. 

So long as the agreement is clearly a 
lease or is clearly a purchase, the tax 
effect is relatively easy to ascertain, with 
one possible exception. The estimated 
useful life that will be acceptable to the 
Internal Revenue Service for purposes 
of calculating depreciation may not be 
certain. This is particularly true of new 
equipment; that is, new in the industry 
or new insofar as the taxpayer is con- 
cerned. In corporate tax planning this 
problem is minimized to a large degree 
by the fact that the tax rates do not 
fluctuate materially from year to year. 
This may not be the case in a partner- 
ship or sole proprietorship. 
if there 
whether the transaction is a lease or a 


However, is a doubt as to 


purchase, then the tax effect is in doubt 
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and the over-all business success of the 
plan may be in doubt. 


Ambiguous agreements 


One’s first reaction to this point would 
be, if a purchase is more beneficial after 
considering the tax effects then why not 
draw the instrument so that there can 
be no question but that it is a purchase. 
If a lease is more beneficial, then enter 
into an agreement which is clearly a 
lease. However, business and tax con- 
siderations of the buyer or lessee and 
the seller or lessor may be such that the 
lease is most beneficial to one while the 
the other. 
Sellers are frequently willing to disguise 


sale is more beneficial to 
a sale as a lease in order to permit the 
buyers to seek the tax advantages of a 
lease and, thus, to enhance their chances 
of making a sale. Thus, this question 
continues to arise. Does this document 
which in form is a lease but which con- 
tains many of the provisions and aspects 
of a conditional sales contract constitute 
a lease or a sales agreement? To illus- 
trate a point, the following quotation is 
from a court decision. 

“It was a mere subterfuge to call this 
transaction a lease, and the application 
of that term in the written agreement 
between the parties does not change its 
real character. It was a conditional sale.” 

This is from the case of Murch v. 
Wright, (46 Ill. 487) decided in 1868 
and involved the question of whether 
the lessor’s property was _ protected 
against the creditors of the lessee. Thus, 
the question troubled businessmen and 
the courts long before we were con- 
cerned with income taxes. 

It is 
take the 
some attributes of a 


upon these agreements which 


form of a lease but contain 
sales contract that 
we should focus our attention so that— 
based upon the present interpretation 
of the tax law by court decision and 
Treasury rulings we can  detemine 
whether, from a tax standpoint, what is 
called a lease is actually a lease or is a 
conditional sales contract. 

It is always advisable to look first to 
the rule of law as expressed in the 
statute and interpreted in the Regula- 
tions. The statute is very brief and the 
Regulations are of little or no help. Sec- 
tion 162(a) of the Code provides: “There 
shall be allowed as a deduction rentals 
or other payments required to be made 
as a condition to the continued use or 
possession, for purpose of the trade or 
business, of property to which the tax- 


payer has not taken or is not taking 
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title or in which he has no equity.” 
(italics supplied). 

This subsection denies the deduction 
of rent if any one of three conditions 
are present. First, if the taxpayer has 
taken title to the property, (probably 
subject to a mortgage) obviously pay- 
ments would not. be allowed rent. 
Second, if the taxpayer is taking legal 
title (which would be the case under a 
true conditional sales contract) the pay- 
as rent. 


as 


ments would not be allowed 
Third, if the taxpayer has an equity in 
the property, the payments would not 
be deductible. 
The existence of a mortgage and the 
presence of legal title in the taxpayer 
so clearly disqualify payments as deduc- 
tions that this situation has not become 
of litigation. However, 
whether under a lease the taxpayer is 
“taking title” or has an “equity” in the 
property is the question that has caused 


the subject 


the litigation. 

In this connection, the term “equity” 
is not used in the legal sense, that is, it 
does not refer to equitable title in the 
property. It means that the lessee by 
making the payment receives a financial 
or economic interest in the property. As 
one writer has said, equity in this in- 
stance means something of value in the 
property. 

Since the Code and Regulations are of 
little help in this matter, we must look 
to Treasury rulings and court decisions. 
There have been rulings and decisions 
back as far as 1922; however, in 1955 the 
Service issued three rulings, Rev. Ruls. 
55-540, 55-541 55-5421 


the Service’s position based on the court 


and which state 
decisions which antedated the rulings. 
These three rulings, together with two 
later rulings, Rev. Rul. 57-371, CB 57-2, 
214 and Rev. Rul. 60-122, 1960 IRB 
14, 9, and the court decisions since 1955 
form the basis for the comments which 
follow. 

When called upon to draft a docu- 
ment of the kind discussed herein, or to 
interpret its effect, one should approach 
the project with the understanding of 
the tests which will be applied if the 
contract becomes the subject of a con- 
test either at the Revenue Agent’s level 


or in the courts. 


Intent control 


What then is the test to which these 
lease agreements should be subjected? A 
indicates that 


looked 


review of the decisions 


while the courts have to the 


intent of the parties, in other instances 
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they have stressed the economic factors 
involved. This has led some writers to 
refer to two tests namely, the “legal” or 


“intent” test, and the “economic” or 


“value” test. It would appear that, based’ 


upon current material, there is only one 
test and that relates to the intention of 
the parties as evidenced by the provi- 
sions of the agreement, read in the light 
of the facts and circumstances existing 
at the time the agreement was executed. 
This is the expression of the Service in 
its rulings and restated in recent court 
decisions. The economic factor is only 
one of the facts and circumstances to be 
considered in determining the true in- 
tention of the parties. 

While it appears that currently the 
intent test is used by the Service as well 
as the courts, there is a difference in the 
weight given to the surrounding facts 
and circumstances to determine the in- 
tent. Once the Commissioner has de- 
termined that a lease agreement viewed 
in light of all of the surrounding facts 
and circumstances is in substance a con- 
ditional sales contract, the 
proof is on the taxpayer. To be success- 
ful he must show by a preponderance of 
the evidence that the Commissioner is 
that that the and 
circumstances substantiate the intention 


burden of 


incorrect, is, facts 
of the parties to enter into a lease 
rather than a conditional sale as alleged 
by the Commissioner. The fact that the 
Commissioner has been reversed by the 
courts on a number of occasions indi- 
cates that he is more rigid than the 
courts in his interpretation of the facts. 
It is to be noted that the Service, as well 
as the courts, has emphasized that the 
intention of the parties at the time the 
is controlling. 
be 


document is executed 


Later events or actions are not to 
considered. Thus, generally in the in- 
terpretation we need look only to the 
provisions of the agreement and the 
facts as they existed at the time of its 
execution. 

Now let us look at some of the pro- 
visions and factors which if they exist 
at that time have a bearing on this prob- 
lem. 


Purchase options 


One of the most common provisions 
contained in a lease is the purchase op- 
tion. The presence of a purchase option 
is not controlling. The fact that the 
lessee is given an option to purchase as 
a part of the lease does not of itself indi- 
cate that this is a conditional sales con- 
tract. On the other hand, the lack of an 


option does not mean that the docu- 
ment is not a conditional sales contract. 


While the presence of a purchase 
option of itself is not significant, the 
option price is important. If the value 
of the property subject to the lease is 
expected to be equal to or less than the 
option price at the option date, the 
presence of the option is no indication 
that a sale was intended initially. On 
the other hand, if the value or market 
price of the property at the option date 
is expected to be substantially more 
than the option price, this is a strong 
indication that the lessee is acquiring an 
equity in the property and, hence, the 
transaction is likely to be treated as a 
purchase. The relationship of the op- 
tion price to value at the option date is 
one of the economic factors to be con- 
sidered. 

In making this comparison, there are 
two points to note. First, the option 
price is to be compared with the antici- 
pated value at the option date in the 
light of a reasonable evaluation when 
the contract is executed. Instead of rely- 
ing on that evaluation, however, a safer 
procedure is to provide that the option 
price shall be determined by a fair 
market value appraisal when the option 
is exercised. This provision frequently is 
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used in the case of purchase options in ! 


real estate leases. The second point is } 


that the exercise of the option is not a 
conclusive indication that a sale was in- 
tended. The important 
whether the parties when executing the 


question is 


contract intended or expected that it 
would be exercised. 

Now let us consider the provision fre- 
quently found in these agreements to the 
effect that the lessee has the right to 
purchase the equipment at any time 
during the lease period and to apply the 
prior rental payments as part of the 
purchase price. Here again the intent 
test is to be applied; that is, what was 
the intention of the parties at the time 
the contract was executed as determined 
by all of the facts and circumstances 
present at that time. Ordinarily, the 
credit of rental payments against the 
purchase price is an economic factor 
which indicates a purchase. 


The Rev. Rul. 55-540 refers to a cer- 


tain lease arrangement as being a good 
lease for tax purposes and states that in 


this respect it is good because “the 


option price has no relation to amounts [ 


paid as rentals.” This would seem to 
indicate that it would be better from 
the lessee’s standpoint to have the agree- 
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ment state that the option to purchase 
could be exercised on a specific date 
each year with a specific option price 
applicable to each date. These prices 
could decrease in amount each year. If 
the stated option prices represent a rea- 
sonable approximation of the fair value 
at the respective dates, this arrangement 
should indicate an intent to lease. 

Rev. Rul. 55-540 makes a broad state- 
ment which, if it were followed by the 
courts, could cause even this arrange- 
ment to indicate an intent to purchase. 
It says that “it will be presumed that a 
conditional sales contract was intended 
if the total of the rental payments and 
any option price payable in addition 
thereto approximates the price at which 
the equipment could have been acquired 
by purchase at the time of entering into 
the agreement plus interest and/or carry- 
ing charges.” 

It is not uncommon for a businessman 
the 
thought that he would like to wait and 


to lease new equipment with 
see whether it is satisfactory or profit- 
able before committing himself to pur- 
the if the 


equipment is of a new type or if a new 


chase. This would be case 
product or process is started. Thus, such 
an intent should negate the presump- 
tion stated in the ruling even though 
rentals are credited to the purchase 


price. 


Cases on options 

Several cases involving the applica- 
tion of rentals against purchase price 
have been litigated since the 1955 rul- 
ing was issued. Two of them deal with 
land. One involved the lessor and his 
receipts were held to be installments 
under a sales contract.2 The other in- 
volved the lessee and his payments were 
held to be rental payments.® In the case 
of land, the 
that a 


burden on the lessee to 


show lease was intended is un- 
usually heavy since a declining option 
price is generally inconsistent with an- 
ticipated fair market values of land. 

In another case, Lester, (32 TC 711 
(1959)), involving rental receipts by a 
person engaged in the business of leas- 
ing as well as selling 
rental 


equipment, the 
to be applied 
against the option price. The court held 


payments were 
that the receipts were rental income so 
long as the lessee did not exercise the 
purchase option. 


CB 55-2; 19, 39, 59. 

2 Alexander, TCM Dec. 22,892 (1958). 

*Tomlinson v. U. S., U. S. DC, E. Dist. of Ark. 
(1960). 


Probably the best case to show that 
the lessee’s intent to lease negates the 
presumption of a conditional sales con- 
tract when rentals are credited against 
purchase price is WBSR, Inc. (30 TC 
747, (1958)) in which the taxpayer 
acquired a radio station on a lease basis 
so that he could wait and see whether 
it would be profitable before exercising 
his purchase option. Even though the 
option was exercised and the rentals 
applied against the purchase price, the 
rentals were allowed as deductions. 

Now let us consider the agreement 
which has no provision for purchase 
and contains no provision for transfer of 
title at any time during the lease period. 


1959 cases 

Two cases were decided in 1959 which, 
deal with kind of 
situation. The first case, Western Con- 
tracting Corp. (271 F.2d 694 (1959)), was 
decided by the Eighth Circuit. The tax- 
payer leased 123 pieces of heavy con- 


in substance, this 


struction equipment under leases pro- 
viding for a flat monthly rental for each 
item for a minimum lease term but with 
no provision for purchase. At the end 
of the lease term the lessor transmitted 
to the taxpayer an offer to sell at a 
stated offering price. This price was 
computed by deducting the rental pay- 
ments from the price at which Western 
could have purchased them initially and 
adding an interest factor. 

Western accepted the offer in 93 cases 
and acquired the equipment offered. 
The economic effect was that Western 
in the final analysis paid no more to 
acquire title to the property than it 
would have if it had initially purchased 
the equipment on the installment basis. 

The Tax Court in deciding in favor 
of the Commissioner gave great weight 
to the fact that since it was an industry- 
wide custom to make such an offer to 
the lessee at the end of the term befcre 
offering the equipment for sale to others, 
this was evidence that the parties in- 
tended initially that the taxpayer would 
acquire an equity in the equipment with 
each payment. Note that there was no 
provision in the lease for the passing 
of title nor was there a purchase option. 
The Tax Court chose to infer a pur- 
chase option from the industry custom. 

The taxpayer was able to satisfy the 
circuit court that it had no intention 
at the outset of purchasing the equip- 
ment and was unaware of the industry 
introduced to 


custom. Evidence was 


show that the purchase price repre- 
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sented a fair value of the property at 
the time it was purchased. This evidence 
must have weighed heavily in favor of 
the taxpayer since, even if the industry 
custom was known by the lessee, the 
option price was not unreasonable in re- 
lation to value. Note also that the pur- 
chase price was determined by applying 
prior rental payments to the original 
price although this was done by the 
lessor and was not part of the agree- 
ment. 

The second case is Starr’s Estate, 
(274 F.2d 294 (1959)) decided by the 
Ninth Circuit. This involves the 
stallation of an automatic sprinkler sys- 
tem in a building under a lease arrange- 


in- 


ment. The lessee was required to make 
rental payments of $1,240 per year for 
five years and was given an option to 
renew for an additional five years at 
$32 per year. The lease contained no 
option to purchase nor was a provision 
made for the disposition of the property 
after the second five-year period. The 
lessor retained the title and the right to 
remove the installation if non-payment 
of rent occurred. The ‘lax Court and 
the circuit court upheld the Commis- 
sioner’s disallowance of the rent deduc- 
tion. Note that there was no purchase 
option involved and the lease expressly 
stated that in the 
seller. No doubt the two most damaging 
facts 


title was to remain 
from the taxpayer’s standpoint 
were (1) that the rentals over the first 
five-year period exceeded the price at 
which the installation could have been 
purchased and (2) the installation was 
so permanently affixed to the building 
that any removal by the lessor would re- 
sult in no more than the recovery of 
scrap. Thus, it was determined that the 
intention of the parties was that after 
the payment of five years’ rent the lessor 
from a practical standpoint would have 
no further interest in the property and 
that, in effect, the lessee would acquire 
permanent possession; in other words, 
the lessee was acquiring an equity with 
each payment. 


Renewal rents 


Another economic factor which is 


recognized as having a bearing on the 


issue is the relationship of the amount 
of the rental payments during the initial 
lease term to the payments during the 
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renewal periods. If the annual rental 
payments during the initial term ex- 
ceed what would be a fair annual rental 
and lower rentals apply during the re- 
newal period, there is an indication that 
the lessee is acquiring an equity in the 
property during the initial term due to 
the payment of the excess. If after the 
initial rental period the lessee has the 
option to renew at substantially lower 
rents this of itself does not conclusively 
that the 
rents in the initial period resuited in 


indicate a conditional sale or 


the lessee acquiring an equity since the 
important question is whether it is a 
reasonable certainty that the lessee will 
renew the lease. 

In Inc. v. U. §. (D.C. Miss., 
March 31, 1961), the court found that 
the 


Gem, 


even though lease contained a 
nominal-rent renewal option it, when 
all other factors were considered, they 
that the 


lease would be renewed. The court said: 


were not sufficient to infer 

“To find that there is reasonable cer- 
tainty of renewal of the present leases 
would require an unwarranted over- 
weighing of but one factor, namely, the 
substantially lower rental provided for 
the renewal periods, and would further 
of the 


. which will ultimately deter- 


require a minimization other 
factors . . 
mine whether these options will be exer- 
cised.” 

The court went to great length to re- 
port the reasons it considered important 
to indicate that the renewal was not a 
reasonable certainty. The case involved 
a plant built by a county in Mississippi 
to attract business. The original lease 
period was 20 years with renewal periods 
79 The 


Government’s strong point was that the 


extending for another years. 


rental payments over the initial 20-year 


term were in such amounts as would 
pay the principal and interest on the 
county bonds issued to acquire the land 
In 


words, the lessee, in effect, would pay 


and construct the building. other 


for the property over twenty years and, 


thus, except for a nominal rental in 


the renewal period, would be in no 
different position than if it had pur- 
the constructed the 


chased land and 


building financing it with a 20-year 
mortgage. 

Inasmuch as the court found no indi- 
cation at the time the lease was executed 
or at the time the case was heard that 
the renewal options would be exercised, 
it determined that it was the intention 
of the parties to enter into a twenty- 


year lease. However, there is language 
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in the opinion which indicates that, if, 
at the time the issue arose, the renewal 
options had been exercised or there 
was a reasonable certainty that they 
would be exercised, the court may have 
held differently. 


Declining rents 


A true lease may make provision for 
declining rental payments, particularly 
if the lessee is responsible for mainten- 
ance and upkeep. This arrangement is 
not uncommon and tends to level out 
the expenses since as the equipment ages 
the cost of maintenance is likely to 
increase. A 1960 ruling by the Commis- 
sioner, Rev. Rul. 60-122, (IRB 1960-14,) 
relates in part to arrangements under 
which payments for the initial lease 
period are substantially greater than 
the rents for the renewal periods. The 
contract was held to be a lease because 
(1) the lease term including renewal 
periods is far shorter than the expected 
useful life, (2) there is no provision 
for purchase, and (3) the property is 
to be returned to the lessor. The Serv- 
ice ruled that where the payments are 
so arranged as to constitute advance 
the allowable 
will be determined by apportioning such 
payments over the term of the lease. In 
the example given in the ruling over 
90% of the rents were paid in the first 
half of the lease period including re- 


rentals, rent deduction 


newal periods. While the ruling seems 
sound under these facts it would appear 
that this should not be construed as a 
requirement that rentals in all cases 
should be spread evenly over the entire 
lease period. 


Interest included 

In Rev. Rul. 55-540, (CB 1955-2, 39,) 
the IRS states its position as to a lease 
in which some portion of the periodic 
payments is designated as interest. This 
ruling states that in the absence of com- 
pelling persuasive factors of contrary 
implication an intent to purchase rather 
than lease may in general be said to 
exist if some portion of the periodic 
payments is specifically designated as in- 
terest or is otherwise readily recogniz- 
able as the equivalent of interest. The 
Judson Mills case, (11 TC 25 (1948) 
acq. CB 1949-1, 2,) is cited as authority 
for this statement. In a Norfolk South- 
ern Railway Company, v. U. S., —FS—, 
(D.C.) Va., 1960) the agreement was held 
to be a lease even though the payments 
included an element of interest. The 
court aid in instructing the jury: 





. . that the 


“I do not suggest to you . 
mere fact that under a bona fide genuine 
lease agreement it is not possible to pay 
interest. On the other hand, you are the 
ones to consider whether or not the pay- 
ment of interest reflects any inferences 
or suggestions that this took it out of the 
category of being a lease and put it in 
the category of being a conditional sales 
contract.” 

After the Judson Mills case and Rev, 
Rul. 55-540 tax felt that the 
presence of interest or its equivalent in 


men 


the contract almost conclusively of it- 





self would cause the agreement to be 
held a purchase. Now, in light of the| 
Norfolk case, there is some indication | 
that even the interest element can be} 
overcome by other factors. This empha- | 
sizes again that the true test in all cases } 
is—what was the intention of the parties § 
in light of all the facts and circum-| 
stances? 
If because of other factors the agree-} 
ment is held to be a purchase and there! 
is an element of interest included in oe! 
payments, either expressly or by implica- | 
tion, that portion of each payment is de- fj 
ductible as interest. This point was in- 
volved in Starr’s Estate, supra. The con- 
tract provided that if the property were 
destroyed by fire, the rental payments 
were to accelerate and be paid in full | 
less a discount at a stated percentage. It 
was this stated percentage that the court } 
used to calculate the 
in each rental payment. 


interest element 


See alia ae 


No simple rule 


In conclusion, it appears that any- 
one concerned with the tax effects of a 
lease-purchase agreement should refer 
to the three revenue rulings issued in 


a 


1955 and the two issued thereafter. If 
the lease agrccment in question con- 
tains provisions which, according to | 
these rulings, creates a presumption that 


a conditional sales contract in- 
tended, the burden of proof is on the 
taxpayer to show that facts are present | 
which overcome the presumption. This 
is extremely more difficult at the Service 
level than in the courts. 

You will note that no hard and fast 
rule or formula has been given herein; 
none is stated in the statute, rulings, or 
cases. Since the true test to be applied | 
is the intention of the parties, which is 
often difficult to from 
expressions, the surrounding facts and | 
circumstances, including the economic 
factors, are extremely important in de- 
termining the issue. * 
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Capital gains OK’d on 
unreturned containers clearly 
not lost or broken 

A RECENT CASE,! points the way to capital 
gains treatment on the unreturned ship- 
ping containers. 

DuPont sold compressed gases such as 
anhydrous ammonia, “Freon,” and sul- 
fur dioxide to its industrial customers. 
[he physical properties of these gases 
required that they be shipped in heavy 
steel cylinders. These containers were 
valuable to DuPont because each one 
had to be tested to comply with Gov- 
ernment regulations which control the 
specifications of pressurized cylinders 
shipped in interestate commerce. To en- 
courage their return, DuPont charged a 
deposit on each receptacle which was 
higher than cost. Also, instead of for- 
feiting the deposit after 90 days if 
the cylinder wasn’t returned, DuPont 
waited over three years before taking 
over the deposits. 
the 
payer felt justified in reporting the ex- 


Under these circumstances tax- 
cess of the deposits on unreturned con- 
its books as 
capital gain. The reasoning was simply 


tainers over the basis of 
that this transaction met all the require- 
ments of the Code.* The cylinders were 
(1) used in a trade or business, (2) de- 
(3) held than = six 
months, (4) not inventory, (5) not for 
sale to customers, and (6) were disposed 
of in a way that could be classified as, 
“involuntary 


preciable, more 


conversion,” “sales,” or 
“exchanges.” 

The Government conceded, the first 
four points, but threw down the gaunt- 
let on the last two. 


he court found that the cylinders 


were required equipment for the de- 
livery of the gases. DuPont in no way 
tried to sell the containers. From the 
facts given, the company not only was 
not trying to sell the cylinders, it tried 
hard to get them back. It even paid the 
shipping costs of getting the cylinders 
back to the plant. 

The court also held that, because of 
the durability of the containers, the dis- 
position must be considered as invol- 
untary conversion, sale, or exchange. 
The Government contended that the 
Nehi Beverage case* was in point. The 
court found it inapplicable since Nehi 
involved soda bottles which were prob- 
ably destroyed and, for that reason, not 
returned. Here the cylinders were prac- 
tically indestructible. 

Although this case would appear to 
be a good break for those who make 
sales of goods in returnable containers, 
a few words of caution should be noted. 
The strength of the DuPont case was 
the strength of the containers. Pop bot- 
tles will still get rough treatment in 
court. Also, unless an acquiescence is 
forthcoming, reporting type of 
transaction as capital gain may lead to 
a court battle. 


this 


By the same token, a switch from the 
sale-and-return method of reporting 
sales of goods in returnable containers 
to the deposit method, which DuPont 
used, will probably result in no tax 
benefit. This might be a change in ac- 
counting method requiring the Commis- 
sioner’s permission. Before that permis- 
sion would be granted, the tax savings 
feature would have to be extracted. 


1 DuPont and Co. v. U. S., U.S. Ct. Cls. 334-58, 
Apr. 7, 1961. 

2 Section 117, 1939 Code 

$16 TC 1114 (1951). 





Ordinary income on sale of patent to 
related corporation. In 1954 taxpayer 
executed an agreement assigning his 
patent to a corporation in which he 
owned all the In 1941 he had 
given the corporation the right to make, 


stock. 


use, and sell the invention. This agree- 
ment provided that the patent “shall not 
be considered an asset” of the corpora- 
The sale to the 
corporation took place in 1954 and re- 
sulted in ordinary income. [Section 1235 
of the 1954 Code, granting capital gain 
to investors on the sale of patents does 
not apply if the inventor has a 25% or 
more interest in the purchaser. The 


tion. court finds the 





this month_ 


court apparently assumed the general 
capital gain provisions were not ap- 
plicable if the specific requirements of 
this section were not met.—Ed.] Wilker- 
son, DCN. J., 3/6/61. 


Payment for breach of exclusive license 
and purchase contract is ordinary in- 
come. Taxpayer agreed to purchase 
forty machines and have the exclusive 
license to operate these machines. The 
seller decided to sell his rights to an- 
other party and gave taxpayer $10,000 
and forty machines for the breach of the 
contract. Taxpayer reported the fair 
market value of the machines and the 
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cash received as capital gain. The court 
holds that the payment is ordinary in- 
come since taxpayer cannot prove what 
portion, if any, of the payment repre- 
sents damages, which would be taxable 
as ordinary income, and what portion 
represents payment for the release by 
taxpayer of its exclusive license to the 
use of the machines, which would re- 
sult in capital gain. Fowler Hosier Co., 
Inc., 36 TC No. 20. 


No part of purchase price allocated to 
covenant not to compete. Difficulties 
arose between taxpayer and the other 
stockholder of a closed corporation. By 
agreement the stockholder contracted to 
transfer his entire stock interest to tax- 
payer, to retire from active participation 
in the corporation as an officer and di- 
rector, and not to compete or engage in 
any activities which might be _ preju- 
dicial to the business of taxpayer for a 
period of five years. The agreement pro- 
vided for a total consideration of $115,- 
000 to be paid in installments by tax- 
payer. The court holds taxpayer is not 
entitled to an amortization deduction 
for the covenant not to compete since 
the evidence indicated that the coven- 
ant, while a significant aspect of the 
entire transaction, was inextricably tied 
to sale of stock and secondary to it. 
Annabelle Candy Co., Inc., TCM 1961- 


170. 


Show horses producing little or no in- 
come were held primarily for sale. The 
court finds that hackney or show horses 
were held primarily for sale in the ordi- 
nary course of taxpayer’s business. It was 
shown that taxpayer’s expectation of 
profit was from sales of the hackneys 
rather than from premiums received for 
showing them at horse shows. Taxpayer 
actually sustained losses from showing 
the horses—the expenses exceeded the 
premiums. On the other hand, he re- 
alized substantial profits when he sold 
them. Gains from sales of these horses 
are ordinary income. Campbell, TCM 
1961-166. 


Termination pay taxable as ordinary 
income. Taxpayer was employed by a 
corporation under an oral agreement 
that he was to have a right to acquire 


ownership of stock in the corporation 
if he remained in the employ of the 
company. Severance pay, together with 
a reimbursement for moving expenses, 
received by taxpayer under a termina- 
tion agreement in which the parties mu- 
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tually discharged each other from any 
claims, are considered ordinary income. 
No portion of the amount constituted 
a payment for a stock interesi since no 
stock interest had actually been acquired 
by taxpayer at the time of his severance 
of employment. Furthermore, the court 
finds only $9,000 of the required $13,- 
500 termination payment was received in 
the taxable year, and that the Commis- 
full 
1961- 


sioner erred in including the 
amount in income. Friend, TCM 


167. 


Ordinary income on royalty agreement 
with related corporation. In 1949, the 
taxpayer obtained a patent and entered 
into an agreement with his controlled 
corporation for it to manufacture prod- 
ucts under the patent. In 1956, he en- 
tered into another contract regarding 
another patent which made improve- 
ments on the first. No royalties were 
paid prior to 1956 except in one year. 
1951, 
if the owner of a patent assigns it to a 


After amendment to the law in 


corporation in which he owns more than 
80% of the stock, the royalties paid to 
him are treated as ordinary income. The 
asked to find 
royalties received by the tax- 


jury was whether the 
patent 
payer in 1956 from his controlled corpo- 
ration were paid to him under the 1949 
agreement or under the 1956 agreement, 
and based on the evidence in the case 
the 


finds for the Government that the royal- 


and court’s instructions, the jury 
ties were paid under the 1956 agreement. 


Fontaine, DC Ala., 3/21/61. 


Losss in commodity futures were capi- 
tal losses. The taxpayer was in the live- 
stock business, buying cattle, hogs, and 
lambs from farmers and at auctions. On 
at least two prior occasions, he had 
suffered severe business reverses. He con- 
sulted an economic adviser, who sug- 
gested that he protect himself by com- 
modity futures, on the ground that live- 
stock and the specific commodities are 
influenced by the same economic pres- 
sures. During the tax years in question, 
he suffered losses on commodities trans- 
actions, which he claimed as an ordinary 
deduction from hedging operations. The 
case was tried before a jury, which ren- 
dered a verdict for the taxpayer. The 
Sixth Circuit reversed. According to the 
majority opinion, the evidence did not 
show a sufficiently direct relation be- 
tween the cattle business and commodity 
futures. The dissent argued that this was 


a question of fact that had been decided 
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favorably to the taxpayer by the jury, 
and the jury’s verdict should not be dis- 
turbed. Rogers, cert. den. 6/12/61. 


Investor in land may subdivide and im- 
prove without becoming a dealer. In 
1943 taxpayer purchased a 6l-acre tract 
of rough, unimproved land, covered with 
dense growth. Except for small parcels 
sold in 1948 and 1949 he held the prop- 
erty for approximately 11 years with- 
out any effort to improve it, develop it, 
or dispose of it. In 1954 he subdivided 
20 acres which he had surveyed and 
platted into 51 lots. He sold the 51 
lots during a six month period in two 
sales of 6 lots and 45 lots. Neither sale 
was solicited by taxpayer; he paid no 
commissions to anyone for making them, 
and except for the 6l-acre tract, he had 
not engaged in the business of building 
houses for sale. The court is satisfied 
that taxpayer was not holding the lots 
in question primarily for sale to cus- 
tomers in the ordinary course of his 
trade or business, and allows capital 
gain. Atteberry, TCM 1961-158. 


Persons otherwise employed selling sub- 
divided lots through agents realize ordi- 
nary income. Taxpayers, who were full 
time executives of a mill, purchased two 
contiguous tracts from the mill and took 
steps thereafter to 
divide the tracts, cut roads, have the 
subdivision approved by the zoning com- 
mission, obtain water and sewage serv- 
ice for their lots, arrange with real estate 
agents to advertise the subdivision, and 
to get buyers for the lots. The court 
finds the lots were being held primarily 
for sale tc customers and any gain from 
the sales was therefore taxable as ordi- 
nary It rules that it is not 
necessary that the trade or business of 
selling residential lots be the taxpayer’s 


immediately sub- 


income. 


only business, or even his principal one, 
or that the taxpayer conduct the real 
estate activities individually rather than 
through agents. Tidwell, TCM 1961-162. 


Holding period on reacquired stock 
dates begins with reacquisition. In 1949 
taxpayer borrowed money from a corpo- 
ration, in which he was a shareholder. 
In May 1951, taxpayer transferred his 
stock to another individual, retaining 
an option to repurchase the stock for a 
sum greater than his selling price. Tax- 
payer subsequently exercised the option, 
and within six months of such repur- 
received his note in the final 
liquidation of the corporation. The 


chase, 





Commissioner contended that the gain 
on the liquidation should be treated as 
a short term capital gain. The court 
agrees, finding that taxpayer held the 
reacquired stock for less than six months 
and, therefore, the gain is short term. 
Perkins, 36 TC No. 34. 


DEPRECIATION 


Cost to lessee of purchasing fee is not 
depreciable. Taxpayer constructed a 
building on property on which it had 
a 99-year lease. Later, it acquired the 
fee interest. This acquisition cost was 
not depreciable. The cost represents the 
value of the landlord’s reversion and 
at the time of reversion the building 
will have been fully depreciated. Wil- 
shire Medical Properties, Inc., DC Calif., 
4/24/61. 


Basis of building constructed. In de- 
termining the basis for depreciation of 
a store building, the owner is permitted 
to include therein cash contributed to 
the lessee for its construction, the un- 








depreciated basis relating to portions of | 


the old buildings incorporated into the 
new, and cash paid for legal and mis- 
cellaneous costs applicable to the con- 


struction. The Commissioner’s deter- 


mination of a 50-year useful life as 


against taxpayer’s claim of 30 years is 
upheld. Wilson, TCM 1961-135. 


Improved property was 
parking lot; entire cost 
land. A bank, as part of a program of 
expansion and general improvement, 
acquired contiguous improved property. 
It immediately sold the structures there- 
in, for a nominal sum, and permitted 
their removal from the premises which 


acquired for 
attributed to 


was then converted into a new parking 
facility. The bank claimed it could add 
the cost of the old structures to the cost 
of the new facility and recover the cost 
of the old structures through deprecia- 
tion. The court disagrees holding that 
no part of the purchase price of the 
property was allocable to the removed 
buildings, and it disallows any deprecia- 
tion deduction for them. Security Na- 
tional Bank of Trenton, TCM 1961-147. 


Lease of machine tools not a condi- 
tional sale; depreciation allowed. ‘Tax- 
payer leased machine tools it manu- 
factured to customers under leases which 
gave the customers an option to pur- 
chase. The option prices, the court finds, 


were reasonable estimates of the value of 








the 
pri 
yea 
ap] 
col 
tre 
noi 
all 





gain 
ed as 
court 
d the 
onths 


term. 


is not 
ted. a 
it had 
d the 
st was 
its the 
n and 
uilding 
WW 
Calif., 


In 


ion of 


de 


mitted 
ited to 
he un 
ions of 
ito the 
id mis 
1e con 

deter 
life as 


years 15S 


‘ed for 
to 


ot 


uted 
ram. 
vement 
roperty 
s there 
‘rmitted 
s which 
parking 
uld add 
the cost 
the cost 
leprecia 
ing that 

of the 
removed 
leprecia 
rity Na 
1961-147 


a condi 


ed. ‘Tax 
t manu 
eS whicl 
to pul 
urt finds 
value ol 





— 


_— 


— ae 


the tools. Although 75% of the purchase 
price was payable as rent over a few 
years, the rental payments could not be 
applied against the purchase price. The 
court finds that the lease was to be 
treated as such for tax purposes; it was 
a conditional sale. Taxpayer is 
allowed depreciation on the leased tools. 
Kearney & Trecker Corp., DC Wisc., 
5/9/61. 


not 


Depreciation of improvements on leased 
property. In 1953 taxpayer constructed 
(or was committed to construct) perman- 
ent improvements on leased property. 
The lease had been executed in 1945 
with an option to renew from year to 
year for each of nine years, and with an 
option to purchase the property at any 
time. The Tax Court held that these 
expenditures must be depreciated over 
the useful life of the asset, since, con- 
sidering the circumstances at the start 
of 1953, it appeared that the taxpayer 
would exercise the option to purchase. 
The also determined the useful 
life of the assets involved. This court 
afirms the decision of the Tax Court 
on the basis of the findings of fact and 
opinion of Judge Forrester. Dawson- 
Spatz Packing Co., CA-6, 5/15/61. 


court 


ACCOUNTING METHODS 


Ten-day notice is “written notice” under 
Dealers’ Reserve Act. Taxpayer, on the 
accrual method, was engaged in the 
business of building and selling homes, 
and in 1953 and 1954 sold homes under 
contracts, and then sold the contracts to 
a savings and loan association. A speci- 
fied amount of money was withheld by 
the purchaser of the contract and tax- 
payer did not report these amounts in 
its income for those years. On Septem- 
ber 17, 1958, the Commissioner sent tax- 
payer a ten-day letter saying he pro- 
posed to include the amounts withheld 
in income for the years 1953 and 1954 
and that if taxpayer wished an informal 
conference it should so notify a repre- 
sentative of the Commissioner within 
ten days. Under the Dealers’ Reserve In- 
come Adjustment Act of 1960, taxpayer 
could elect to report additional income, 
such as that involved in this case, only 
the extent of the differences be- 
tween the opening dealers reserve bal- 
ance in the year of change and the open- 
ing dealers reserve balance in 1954, and 
this amount can be allocated over var- 


to 


ious years. At taxpayers’ option, tax- 


payer exercised its election and con- 


tended that its year of change was 1959. 
Under the statute, the year of change is 
1959 unless the Commissioner has issued 
a “written notice of a proposed de- 
ficiency.”” The court holds, after a re- 
view of the legislative history, that a 
ten-day notice was a “written notice of a 
proposed deficiency” and therefore the 
year of change was 1953. [The practical 
result of the court’s decision is that the 
Commissioner could include amounts in 
income earned prior to the year 1954, 
whereas if the year of change were 1959, 
the Commissioner could not go back 
prior to 1954.—Ed.] American Commun- 
ity Builders, Inc., 36 TC No. 38. 


Death benefit not accruable at em- 
ployees’ retirement. Taxpayer, an auto 
manufacturer, maintained group life in- 
surance on retired employees. It claimed 
a deduction in 1951 for the total face 
amount of the lives of 
employees who retired in that year, 
arguing that the premiums on the poli- 
cies would equal the total death benefit 
as the employees died. Under the insur- 
ance policy, 


insurance on 


esti- 
mated premium monthly and after the 
end of the year the total was adjusted to 


taxpayer paid an 


equal the actual benefits paid out by the 
insurance company, conversion privilege 
and other costs, and a surcharge for the 
insurance company’s services. The Tax 
Court denied the and this 
court affirms. The method of computa- 
tion of the premium is not controlling; 


deduction 


any mutually satisfactory method might 
have been adopted. The insurer had the 
right to cancel under certain conditions 
and, finally, it is possible that excessive 
payments on other policies on active 
employees might reduce the taxpayer’s 
obligation under this policy. The liabil- 
ity was not fixed in 1951. Chrysler Corp., 
CA-6, 5/11/61. 


No deduction for contested liabilities. 
Reversing the the 
Circuit denied deduction of interest on 


Tax Court, Second 
tax deficiencies determined by a court 
proceeding where the taxpayer had not 
decided by the end of the taxable year 
whether to appeal. Similarly, wage in- 
creases determined by arbitration in 
1947 and 1949 were not accruable as de- 
ductible expenses in 1946 and 1948, be- 
cause in the latter years the employer 
contested his liability for the payments. 
One dissenter would allow. the accruals 
because they could be made with rea- 
sonable accuracy by the year-end. Fifth 


Avenue Coach Lines, cert. den., 6/19/61. 
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No express election of installment meth- 
od necessary. Each of two brotheers ac- 
quired an undivided half interest in 
land. In 1953, the brothers sold the land 
to a corporation in which each owned 
3714% of the capital stock. They were 
advised by their attorney that the in- 
come tax could be deferred with respect 
to that part of the sales price repre- 
sented by the corporation’s notes until 
payments were made on the notes. Due 
to an error by the accounting firm, the 
respective returns of the brothers did 
not comply with the rule set forth in 
the Regulations for electing the install- 
ment method of reporting gain from the 
sale of realty. Although the memoran- 
dum opinion of the Tax Court did not 
mention it, neither brother reported the 
sale in his 1953 income tax returns. Re- 
versing the Tax Court, this court holds 
that the taxpayers may report the gain 
on the under the _ installment 
method. Section 453 does not require an 


sale 


election by the taxpayer at a certain 
time in if 2 
failure to report an income-producing 


or any certain manner. 
sale is excusable and may be corrected 
without penalty for all other purposes 
of the 


should 


income tax laws, a taxpayer 


installment 
method of reporting the gain on the 


be allowed the 
sale so long as the year of sale is still 
open to adjustment and has not been 
treated in an inconsistent manner. Horn- 


berger, Jr., CA-5, 5/15/61. 


Taxpayer cannot “unmake” its volun- 
tary shift from cash to accrual basis. 
On 1/1/54, taxpayer voluntarily changed 
from the cash to the accrual method of 
accounting without seeking the consent 
of the Commissioner. Taxpayer added to 
its 1954 income, the value of its inven- 
tory and accounts receivable on 1/1/54. 
In contesting a later deficiency on other 
grounds, the taxpayer sought to elimi- 
nate these adjustments from its 1954 in- 
come. Under the 1954 Code, as origin- 
ally enacted, a taxpayer who changed 
accounting methods, was required to 
make adjustments for items such as in- 
ventory and accounts receivable in order 
to prevent deductions from being dupli- 
cated or income omitted. However, a 
taxpayer could eliminate items affecting 
income which pertained to years prior 
1954. The 1958 Act retroactively 
provided that a taxpayer who volun- 


to 


tarily changes his method of accounting 
for pre-1954 
transactions. Since the 1958 Act allowed 


must make adjustments 


a taxpayer to spread the additional tax 
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over a 10-year period, the Tax Court 
ruled that the retroactive effect of the 
1958 Act was constitutional, and that 
taxpayer may not unmake the adjust- 
ments. On appeal by the taxpayer, the 
decision is affirmed on the opinion 
by the Tax Court. Southeast Equipment 
Corp., CA-6, 4/25/61. 

Can't interest on income tax 
deficiency before liability is fixed. The 


corporation was under investigation for 


accrue 


with its 
1935 
through 1942. In 1946, attorneys for the 


criminal fraud in connection 


income tax returns for the years 
corporation proposed a settlement and 
sent a check for the full amount of the 
additional taxes, penalties, and interest. 
The check was intended as an offer in 
full all liabilities, both 
civil The check was re- 
turned without acceptance by the Gov- 


settlement of 


and criminal. 
ernment. The corporation then accrued 
on its books the proposed deficiencies, 
penalties, and interest. Subsequently, it 
accrued on the books interest for the 
1946, 1947, and 1948. This court 
holds that the IRS properly disallowed 
interest accruals with 
respect to the years 1946, 1947, and 1948. 
One 
the liability has “in all events” been de- 


years 


a deduction for 


may not accrue an expense unless 


termined. Neither the offer in compro- 


mise nor the interest accruals on the 


company’s books was an admission of 
liability. Stonewall Precision Corp., DC 
N. Y., 5/5/61. 


DEDUCTIBILITY 
Embezzled royalties not deductible; they 
were never included in income. Tax- 


payer’s agent embezzled royalties from 
her during the years 1942-1952. In 1952 
taxpayer discovered the embezzlement 
and in 1952 and 1953 obtained judg- 
ments against the agent. Taxpayer de- 
ducted the amount of the judgments as 
embezzlement losses, although she had 
never included any of the amounts em- 
bezzled in her income. In 1954 taxpayer 
received a payment in partial satisfaction 
of the judgments, but she did not report 
the payment as income. The Commis- 
sioner disallowed the embezzlement loss 
and increased taxpayer’s income in 1954 
in the the payment. The 
Tax Court held, and this court affirms, 


amount of 
that a taxpayer may not take a loss in 
connection with item (as 
distinguished from a capital item) unless 


an income 


the item has been previously reported as 


income. Taxpayer must also report the 


August 1961 


amount of the satisfaction payment, 
since this was a substitute for part of the 
embezzled royalties that had never been 
reported as income. Alsop, CA-2, 5/17/ 
61. 


Can’t deduct interest on insurance com- 
pany loan to purchase annuities. ‘The 
facts in this case are substantially the 
same as in the recent Supreme Court 
decision in Knetsch. Taxpayer purchased 
annuity contracts, borrowing substan- 
tially the entire purchase price from the 
insurance company. Interest on the loan 
was paid out of payments from the in- 
surance company which were keyed to 
the surrender value of the con- 
tracts. The court, following Knetsch, 
holds there was no bona fide indebted- 
ness and the interest was not deductible. 
Unilectric, Inc., DC Wisc., 4/27/61. 


cash 


Payments were not made for political 
influence; are deductible. The taxpayer 
claimed deductions for to 
various people as ordinary and necessary 
sales 


payments 


The Commissioner 
determined that the payments were to 
obtain political influence in order to 
help the corporation get public con- 
tracts sales to the State of 
Alabama. Based upon the evidence in 


commissions. 


and make 
the case and the court’s instructions, the 
jury returned a verdict in favor of the 
taxpayer that the payments were de- 
ductible as ordinary and necessary busi- 
ness expenses. Joe Money Machinery 


Co., DC Ala., 3/27/61. 


Commission based on income of related 
company is deductible. Taxpayer is an 
automobile finance company. Its share- 
holders also own an insurance company. 
The agents of taxpayer attempt to ob- 
tain a package includes 
financing and insurance. Taxpayer pays 
them a commission of $8 plus a_per- 
centage of the insurance premium. The 
Commissioner contended that a portion 
of the commission was properly a deduc- 
tion of the insurance This 
allows the full The 
commission was a fair payment for the 
services to taxpayer, although it was 
measured in part by the insurance pre- 
mium. Thompson, DC Tex., 5/8/61. 


deal which 


company. 


court deduction. 


Can’t deduct interest on debt settled 
for principal only. In a settlement stipu- 
lation between taxpayer and his creditor 
it was recited that taxpayer owed his 
creditor $7,500 in principal and $1,- 
$12.50 as interest, and that simultan- 





eously with the executor of the stipula- 
tion, taxpayer had paid his creditor $7,- 
500. Taxpayer contends the principal 
amount of the loan and the accrued in- 
terest were merged into one obligation 
of $8,812.50 and that the $7,500 pay- 
ment would have to be considered as 
having been applied first to payment 
of the interest due. The court disagrees 
holding that the parties considered that 
the payment of $7,500 in the year in 
question was payment of the principal 
amount due and that it was their inten- 
tion that the interest of $1,312.50 was 
to be later paid. Friend, TCM 1961-167. 


Can’t deduct cost of digging and in- 
stalling a well. Taxpayer owned two 
contiguous houses sharing one well. He 
sold one of the houses together with the 
well, and had a new well dug and a 
water pump installed at a cost of $450 
to serve the remaining house which he 
rented. The cost of the new well is held 
a capital item recoverable through de- 
preciation, rather than an incidental re- 
pair or maintenance of rental property. 
Tidwell, TCM 1961-162. 


IRS discusses deductibility of Virginia 
tobacco and alcohol taxes. The IRS rules 
that, under Section 164, (1) the tobacco 
taxes (sales and use) imposed by the 
Virginia Code are deductible by the 
wholesaler or retailer who affixes stamps 
the tobacco 
product is sold. If the seller has not paid 


to the container in which 
the taxes, then the person storing, using 
or otherwise consuming the products is 
entitled to the deduction. (2) The taxes 
imposed on the sale of alcoholic bever- 
ages by or through the Virginia Alco- 
holic Board and wines sold to licensed 
retailers are not deductible by the con- 
sumer; the wine tax is deductible by 
the wholesale distributor who pays the 
tax on wine sold to a retailer. (3) The 
taxes levied on beer and special bever- 
ages (certain % of alcohol) manufactured 
in the state are payable and deductible 
by the manufacturer. ‘The taxes levied 
the beer bottled the 
state, and the special alcohol beverages 
are deductible by the respective bottlers 
and wholesalers, if the manufacturer has 


on and sold in 


not previously paid the tax. Rev. Rul. 
61-107. 


WHOSE INCOME IS IT 
Amounts paid for “loan” of officers are 


income to employer. Allied, a corpora- 
tion engaged in processing poultry, en- 
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tered into an oral service agreement 
with one of its related companies agree- 
ing to “loan out” the services of the 
latter’s two executives for a fee of $1,000 
a week (later reduced to $700). The 
court finds during the course of the oral 
or “loan out” agreement the 
executives were not the employees of 
Allied, but of the related company. Pay- 
ments for their services were therefore 
not direct income to the executives but 
were to be reported by the company 
which loaned them out. Wilgus, TCM 
1961-152. 


service 


Legal title holder taxable on income 
from property. The Commissioner de- 
termined that taxpayer was the owner 
of income producing property and that 
it failed to report this income. Taxpayer 
admitted holding legal title to the prop- 
erty but argued it held such title solely 
for certain individuals. The 
finds this contention 


as trustee 


court based on a 
sham, and that taxayer was accountable 


for the income attributable to it. Fraud 


penalties are upheld. Wilson, TCM 
1961-135. 
Beneficial owner of stock taxed on 


liquidation gain. Taxpayer's two chil- 
record of all 
the outstanding capital stock of Briary, 
Inc. In 1941, 60% of the shares had 
been 


dren were the owners of 


received from their mother with 
the understanding that the shares were 
held for her benefit during her life. The 
transferred as 
of record until 1951. Shortly thereafter 
the corporation voted to liquidate. The 


mother’s shares were not 


court finds a valid plan of complete 
liquidation for Briary was adopted on 
3/6/51 even though the mother might 
have been incompetent and could not 
(and did not) attend the meeting. It was 
not shown that the mother was in fact a 
stockholder of record on that date. How- 
ever, elections to have the benefits of 
1939 Code, Section 112(b)(7), were not 
filed within 30 days after adoption of 
the plan as required by the statute, and 
accordingly the gain on the liquidation 
could As the mother 
60% of the 
stock she is held taxable on 60% of the 
gain. There was no involuntary con- 
version (theft) of the mother’s interest; 
no proof was offered that the children 


had any intention of converting or ap- 


not be avoided. 


was beneficial owner of 


) 


propriating her interest to themselves. 
The court determines the fair market 
value the distributed 
liquidation in order to arrive at the 


of property in 


amount of taxable gain. Estate of Knox, 
TCM 1961-129. 


WHAT IS INCOME? 


Officer realizes income from travel and 
entertaining expenses spent on his be- 
half and unsubstantiated as corporate 
expense. Taxpayer was an executive of 
a corporation which he and his wife 
controlled. Payments were made by the 
corporation for rent, hotel, travel, and 
entertainment expenses of some $12,400 
and $15,900 in a two year period on be- 
half of taxpayer and his wife, for which 
no accounting was required to be made 
to the corporation. The Commissioner 
approximated the amount of business 
under the rule 
allowed only such portion as a corpo- 


expenses Cohan and 
rate deduction. The court agrees, and 


holds the balance includible in tax- 
payer’s income as his personal expenses 
paid for by the corporation. Taxpayer 
to de- 


duct the cost of his wife’s expenses when 


also contended he was entitled 


she accompanied him on business trips, 
since entertaining was a necessary part 
of such trips, and he regarded his wife’s 
presence with him on such occasions as 
desirable and helpful. The court finds 
the evidence did not establish that the 
wife’s services during the trips were 
necessary, even though they may have 
been helpful, or that she did more than 
what might be expected of an interested 
wife. Campbell, TCM 1961-166. 


*Moving expenses paid by employer not 
income to employee. Prior to May 1956 
taxpayer was employed in Washington, 
D. C. He received an offer from another 
employer to work in California; he did 
not want to move before the expected 
birth child 
cepted the offer commencing July 1, 


of a and therefore he ac- 
1956. Subsequently taxpayer agreed to 
work for the California employer in 
Washington prior to July 1, and did so 
from May 21, 1956 to June 27, 1956, 
when he moved to California. The em- 
ployer paid $1,400 directly to the mov- 
ers, representing the fare and freight 
cost, and in addition paid $280 directly 
to taxpayer for extraordinary moving 
exenses incurred by taxpayer while his 
transit. Tax- 
payer excluded both amounts from gross 
income relying on Rev. Rul. 54-429 
(CB 1954-2, 53), which provides exclusion 
for amounts received by an employee 


household effects were in 


from his employer for moving himself 
and his family from one official station 
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to another for permanent duty. The 
Commissioner rejected this argument 
claiming that (1) taxpayer was a new 
employee, (2) his employment in Wash- 
ington was temporary, and (3) the trans- 
fer was for his own convenience. The 
court rejects the Commissioner’s argu- 
ment finding there should be no differ- 
ence distin- 
guished from a temporary station; that 
taxpayer was not a new employee, and 
that the move to California, as opposed 
to the stay in Washington, was for the 
convenience of the employer not the em- 


between a permanent as 


ployee. The court also excludes the ex- 
traordinary living expense paid to the 
employee since they were required to be 
incurred by the employer. Three judges 
dissent on the ground that taxpayer was 
a new employee. Cavanagh, 36 TC No. 
32. 


Pension for disability arising from serv- 
ice in the line of duty excludable. A 
policeman who retired because of physi- 
cal disability and not length of service 
or age, is entitled to exclude pension 
payments from income where the court 
finds the disability arose from injuries 
suffered in the performance of police 
duties, and the pension payments were 
in the nature of workmen’s compensa- 
tion payments. Boystel, TCM 19601-146. 


Widow taxed on voluntary death bene- 
fit over $5,000. A voluntary payment in 
1945 by a corporation to the widow of 
a deceased executive in recognition of 
past services rendered is considered tax- 
able to the recipient and not an ex- 
cludable gift. Only the first $5,000 may 
be excluded under the specific Code 
exemption. Citing the Duberstein case, 
the court notes that taxpayers failed to 
carry their burden of establishing that 
the corporation’s “dominant reason” for 
making the payment proceeded from a 
“detached and disinterested generosity,” 
and “out of affection, respect, admira- 
tion, charity or like impulses.” Estate of 
Olsen, TCM 1961-161. 


Corporation’s payment of stockholder’s 
tax is constructive dividend. Tax liens 
had been filed against taxpayer as a 
sole proprietor. He submitted an offer 
in compromise which was accepted in 
August 1953. In June, taxpayer incorpo- 
rated his business and the corporation 
paid the installment on the compromise 
offer. The court holds the payments are 
constructive dividends to taxpayer. The 


fact that the corporation borrowed the 
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money to pay the installments using 
stockholder guarantees and collateral is 
immaterial. The corporation is still the 
primary obligor. Also, there is no evi- 
the corporation tax- 
payer’s debt. It was incorporated and 
took over the business before the offers 


dence assumed 


in compromise were accepted. Silver- 
stein, 36 TC No. 43. 


BASIS 


Basis of stock held in trust determined. 
Taxpayer sold shares of stock in 1955 
which were shown as acquired upon his 
1954. The father had 
actually held the stock as trustee but 


father’s death in 


treated them as his own. The Commis- 
that taxpayer 
quired the stock under the will of his 
grandmother who upon her death in 


sioner determined ac- 


1903 had transferred the stock in trust, 
and that taxpayer’s basis is the 3/1/13 
fair market value which he determined 
$2,000. The court holds that the 
basis of the stock is its fair market value 
on 3/1/13 but 
$2,200. Also 
sioner’s determination of basis of certain 


to be 


finds such value to be 


sustained is the Commis- 
other shares acquired under the will of 
the father in 1954. Dyer, TCM 1961- 
141. 


Basis for land acquired prior to 1921 
determined. In 1914 taxpayer purchased 
a 40-acre tract from his father for $4,000 
and in 1920 purchased an additional 18 
acres from his father’s estate for $5,000. 
He sold the 58 acre tract 1954. Al- 
though taxpayer contended he “should 
inherited” 18 his 
father and is entitled to use the fair mar- 
ket value of the acreage at the father’s 
death, the court holds that the tract was 
purchased for $5,000 and it finds the 


in 


have the from 


acres 


total cost to taxpayer for the 58 acres 
to be $9,000. Besides adding to this basis 
$2,000 for special assessments, the court, 
using the Cohan rule, adds an additional 
$1,160 for capital improvements. Reeves, 
TCM 1961-132. 


Cost basis for depreciation includes in- 
debtedness assumed. A corporation 
(predecessor to the taxpayer) was a sub- 
lessee of certain real property. In order 
to finance construction of a building, it 
issued its own bonds. Its lessor (which 
leased from the owner controlled by the 
same interests) issued certificates in order 
to raise the balance of the money needed 
for the construction; the taxpayers’ pre- 
decessor was obligated to repay these 


August 1961 


certificates. The Commissioner allowed 
the taxpayer predecessor to use both its 
bonds and the certificates it guaranteed 
as its cost basis for depreciation. He re- 
fused, however, to allow taxpayer to use 
the amounts represented by the cer- 
tificates as part of its cost basis (al- 
though allowing the cost represented by 
the bonds). The Tax Court finds no 
difference between the bonds and the 
certificates and allows both amounts to 
be used as a cost basis by the taxpayer 
for depreciation since both obligations 
were assumed by the taxpayer. Saigh, 36 
TC No. 40. 


*IRS discusses identifying lots of stock 
sold. Shares of stock were purchased in 
different lots on different dates and left 
in the custody of a broker. The IRS 
rules that where shares are directed to 
be sold an adequate identification is 
made if the taxpayer-seller (1) specifies 
to the broker in writing the sequence in 
which the shares are to be sold; (2) 
identifies the shares to be sold either by 
their purchase date, cost, or both, and 
(3) receives a written confirmation of 
the specification from the agent. The 
average price per share may not be used 
as the basis for computing gain or loss. 
Rev. Rul. 61-97. 


OPERATING LOSSES 


Shell corporation loses its net operat- 
ing loss. (Old law) In September, 1951, 
a steel manufacturing corporation ac- 
quired the stock of a corporation that 
had sustained net operating losses in the 
manufacture of aluminum 
windows. In January of 1952, assets and 
business of the acquired corporation 
were sold, leaving only a corporate shell. 
By merger, a new business was put into 
the shell. The Tax Court found that 
the transactions were carried out for a 
business purpose and not with a view to 
tax avoidance. Despite this finding, which 
makes 


doors and 


Section 129 inapplicable, this 
court reverses the Tax Court and holds 
that the net operating loss incurred by 
the acquired corporation cannot be car- 
ried over to a period subsequent to the 
purchase of the stock. According to this 
court, there must be both continuity of 
business and continuity of ownership for 
the net operating loss carryover to sur- 
vive. [Since the Tax Court’s finding of 
fact made the Code provisions inap- 
plicable and the third circuit’s decision 
turns the rule of the Libson case, 
the fact that the case arose in a 1939 


on 


Code year does not make it inappli- 
cable to 1954 Code years.—Ed.] Vir- 
ginia Metal Products CA-3, 5/15/61. 


Capital loss carry-over doesn’t offset 
capital gains in determining net operat. 
ing loss. The taxpayers suffered a net 
long-term capital loss in 1947, one-half 
of which was available as a capital loss 
carry-over to 1948. In 1948, the tax. 
payers reported net long-term capital 
gains and, in addition, had a net operat- 
ing loss for that year. In computing the 
net operating loss from 1948 carried 
back to 1946, the taxpayers alleged that 
if the net operating loss is to be reduced 
by 50% of the net long-term capital 
gain in 1948, they should be alowed to 
deduct from their net long-term capital 
gain 50% of the net capital loss in 
1947, which was eliminated in com- 
puting the carry-over of the capital loss 
to 1948. Specifically, the taxpayers com- 
plained of the Commissioner’s failure to 
include in of the 
1948 “net operating loss” 100% of the 
taxpayers’ 1947 long-term capital losses 
as a reduction of long-term capital gains 
in 1948. The court overrules the tax- 
payers’ contention that the net capital 
loss for 1947 should be recomputed tc 
state the 1947 net long-term capital loss 
at full value rather than 50%. Once the 
amount of a taxpayer’s loss carry-over is 
determined, it cannot be subsequently 
increased for determining net operating 
losses. Vreeland, Ct. Cls., 5/3/61. 


the computation 


Loss on sale of assets not operating loss 
(Old law). Taxpayer, a doctor, realized 
a loss on the mortgage foreclosure sale 
of medical equipment and supplies in 
1953. The district court held that the 
loss did not result in a net operating 
loss that could be carried over to 1954 
and 1955, because the loss resulted from 
the liquidation of physical assets used 
in On the 
memorandum opinion in the district 
court, the court of Appeals for the Sixth 
Circuit affirms. [The 1954 Code specific- 
ally provides for such carry-over. Ed.) 
Dyer, CA-6, 4/28/61. 


the business. the basis of 


WHEN IS IT DEDUCTIBLE 


Mortgage prepayment penalty properly 
deductible in year paid. In 1949 tax. 
payer obtained a new and larger mort. 
gage on its building, and in paying off 
the old mortgage, had to pay a prepay- 
ment penalty which it amortized over 
the life of the new mortgage. In 1954 
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taxpayer paid the new mortgage in full 
and claimed the unamortized balance of 
the penalty. The court holds it not 
allowable; the whole penalty was prop- 
erly deductible in full in 1949, the year 
paid. This was not a cost of obtaining 
the new financing, but the payment of 
an existing debt. The prepayment penal- 
ty is similar to premium payments on 
bond retirement, which are deductible 
only in the year when paid. The new 
financing was not so intimately tied up 
with paying off the old debt so as to be 
considered a single transaction. The 
mortgagees were two different parties. 
The fact that the new mortgagee paid 
part of taxpayer’s prepayment penalty is 
not significant. 12701 Shaker Boulevard 
Co., 36 TC No. 27. 


*Contested real estate taxes cannot be 
accrued. Consolidated Edison, taxpayer 
here owns numerous parcels of real 
estate which are subject to annua! New 
York City property taxes. Under the 
New York law, a timely application 
(commonly called a “protest’””) may be 
made to the City Tax Commission to 
correct an The 
the amount which 
the taxpayer considers to be “the full 


, 


erroneous valuation. 


protest must state 


value of the property,” thus establish- 
ing the amount of the tax that is not 
contested. Upon exhaustion of adminis- 
trative procedure, the taxpayer's sole 
remedy is to bring suit but the institu- 
tion of suit does not suspend the ma- 
turity of the tax bill, nor prevent the 
seizure and sale of the property to satisfy 
the tax lien. Thus, the practical effect is 
that the taxpayer must either “pay” the 
tax or run the risk of seizure and sale of 
the property. In each of the years 1946 
through 1950, the taxpayer protested the 
valuation, and having received no ad- 
ministrative remedy, paid the tax and 
brought suit for a judicial review. The 
taxpayer claimed a deduction for the 
full amount of the real estate taxes paid, 
and the Commissioner disallowed a de- 
duction for the amount of the contested 
liability. The taxpayer kept its books 
on the accrual basis. This court holds 
that despite payment, the contested por- 
tion of the real property taxes did not 
accrue in the year in which remittance 
was made, and may be deducted only in 
the year in which the contest is finally 
determined. An accrual basis taxpayer 
is not permitted a deduction until “all 
events” have occurred to definitely fix 
the liability. The payment was not an 
admission of liability, nor was it in- 


tended to satisfy the contested portion 
of the assessment, but was, in effect a 
deposit “in the nature of a cash bond 
for the payment of so much, if any, of 
the contested taxes as might thereafter 
be found to be due.” Consolidated Edi- 
son Co. of N. Y., Inc., Sup. Ct., 5/1/61. 


EPT 


Lessee does not include lessor’s basis 
in computation for EPT relief. [ Acquies- 
cence] Section 444 of the 1939 IRC pro- 
vided EPT relief if additions to or re- 
placements of “facilities” have been 
made that result in specified percentage 
increases in either physical capacity or 
basis for computing gain on the sale of 
taxpayer's total facilities. Under Section 
444(b)(3) this requirement is met if tax- 
payer can show a 200% increase in the 
basis of total facilities at the end of the 
36-month period ending on the last day 
of its base period over the basis of the 
total facilities prior to the beginning 
of the 36-month period. Taxpayer, a 
department store, leased real estate; the 
basis of its leasehold was zero. Tax- 
payer improved its facilities within the 
above 36-month period by additions to 
its storage space, new balconies, a new 
system of escalators; etc.; the sums ex- 
pended for such additions increased 
taxpayer’s basis for its total facilities 
over the required 200%. The Commis- 
sioner contended that the lessor’s basis 
for the property leased by tax- 
payers must be included in the compu- 
tation and that with this inclusion the 
increase in basis was less than 200%. 
The Tax Court rejected the Commis- 
sioner’s contention, finding that Section 
444(b)(3) does not provide that a lessee 
of real property should include his les- 
sor’s basis computation and that, even 
assuming leaseholds are includable, tax- 
payer’s basis for its leaseholds is zero. 
Walker Scott Corp., 35 TC No. 6, acq., 
IRB 1961-17. 


real 


Corporation is eligible for EPT relief 
when it commences new operations. Tax- 
1919 and 
manufactured paper board until 1944, 
when it discontinued its operation due 
to the development of a new type of 
paper board; it sold its plant and other 
1946 taxpayer 
acquired a new location, a new plant, 
and new equipment. It reentered the 
paper board manufacturing business in 
1952. Taxpayer contends that under the 
1939 Code it is entitled to EPT relief 


payer was incorporated in 


assets. Commencing in 


123 


under either Section 444, which pro- 
vides relief if there is an increase in 
capacity but requires that taxpayer must 
have commenced business on or before 
the first day of its base period, or Sec- 
tion 445, which provides relief if tax- 
payer qualifies as a new corporation. 
The court holds that Section 444 does 
not apply, since taxpayer did not com- 
mence the business upon which it is 
taxed until after the beginning of the 
base period (January 1, 1946 to Decem- 
ber 31, 1949). The court does hold, 
however, that the taxpayer is a new 


Accounting * 


corporation since it did not commence 
business until 1952 which was after the 
first day of the base period. Taxpayer is 
therefore entitled to compute its excess 
profits credit using the industry base 
period rate of return for manufacturers 
of paper and allied products. Newman oe 
Company, Inc., 35 TC No. 28. 


Average base period net income for 
excess profits taxes determined. (Old 
law) The taxpayer corporation had two 
plants. The Killingly plant produced 
special paper boards for electrical in- 
sulation, and the Manchester plant was 
primarily engaged, during the period 
from 1941-1949, in carrying out a con- 
tract with the Bakelite Corporation. The 
that the 
resinous-pulp 


contract provided taxpayer 


board 
products as ordered by Bakelite; that 


should produce 
the taxpayer supply all resins. Bakelite 
was to pay certain prices per pound of 
“board” subject to change based upon 
taxpayer's raw material and labor costs. 
The arrangement continued until the 
end of July, 1949, when, pursuant to 
due notice, Bakelite withdrew from the 
contract. At that time, the taxpayer pur- 
chased the chemicals which were still on 
the premises and received from Bakelite 
a list of buyers of the products. Thus, 
taxpayer was forced to find its own out- 
lets for its products. Taxpayer argued 
that this was a change in products .or 
base 
period net income and that its change 


services for computing average 
was a total change from “services” to 
“products.” Affirming the Tax Court, 
this court recognizes that there was a 
change from the previous arrangement 
whereby taxpayer was an “agent” who 
Bake- 
lite, but it holds that this change was not 


merely provided a “service” to 


“a substantial change in the products 
or services furnished by the taxpayer” 
within the meaning of Section 443(a)(1) 
of the Excess Profits Tax Act. Rogers 
Corp., CA-2, 5/15/61. 
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Foreign tax credit limit based on 
50% of capital gain. Taxpayer received 
a liquidating dividend from a Cuban 
corporation which he reported as long- 
term capital gain. He argued that the 
percentage of foreign income to total in- 
come, which is the limit of the foreign 
tax credit, is to be computed on the 
entire gain and not just the one-half 
which is included in adjusted gross in- 
come. The court rejects this argument. 
The computation is based on the pro- 
portions of net income. “Net income” 
has the meaning given in the tax laws 
and not in the accounting sense. The 
court also rejects taxpayer’s contention 
that the Cuban tax on the export of 
capital is an income tax. Motland, DC 
Iowa, 3/28/61. 


Foreign correspondent present at foreign 
headquarters for 25 days in year is not 
a bona fide resident. Taxpayer, a pho- 
tographer for Life magazine, covered the 
south-eastern Asia area and was based 
in Singapore. He rented an apartment 
there, joined some social clubs and the 
local church, but did not pay any Singa- 
pore income taxes. Because he was con- 
stantly on the move to cover stories, he 
actually spent only 25 days out of the 
year in Singapore. The Tax Court holds 
taxpayer has not established that he was 
a bona fide resident of a foreign country 
for the entire year. He did not show 
any social or economic contacts which a 
nonresident, transient, correspondent 
could not show. Sochurek, 36 TC No. 11. 


Bona fide foreign residence established. 
Taxpayer, a U. S. citizen, was in charge 
of foreign insurance for an American 
company. During the taxable years he 
was operating out of Paris. He main- 
tained his family there, although he sent 
his children to school in the U. S. be- 
cause no English-speaking school was 
He obtained a 
permanent resident of France. The court 
finds that he has established his foreign 
residence so as to exempt income earned 
abroad from U. S. taxes. However, the 
court finds that a finder’s fee he received 
for arranging a deal was earned in the 
U. S. Supino, DCN. J., 3/29/61. 


available. card as a 


Shipper qualifies as Western Hemisphere 
Corporation. Taxpayer claimed that it 
was a Western Hemisphere corporation, 


New foreign decisions this month 
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qualified for lower tax rate because it 
made sales in Canada. Proof of this de- 
pended on proof of place of passage of 
title. The evidence showed that tax- 
payer purchased caustic soda and chlo- 
rine from its parent manufacturer in the 
U. S. and sold it to unrelated Canadian 
manufacturers. The court finds that 
title passed in Canada, as the parties in- 
tended for good business reasons. It 
holds also that the Commissioner's sug- 
gested reallocation of prices and profits 
between taxpayer and its manufacturing 
parent were wholly without merit. Jn- 
ternational Canadian Corb., DC Wash., 
3/29/61. 


Texan with job in Mexico is not a for- 
eign resident; income is taxed. Taxpay- 
er, a geologist, had for several years 
worked for a Mexican oil company, 
practically all the time at locations with- 
in 100 miles of the Texas town where 
his family lived. Taxpayer habitually 
worked 10 days at the oil company base 
camp, lodging there, and then returned 
for four days to his family. He claimed 
he was a bona fide resident of Mexico, 
spending less than 10% of his time out- 
side Mexico and consequently entitled 
to exclude The 
district court, noting his family, busi- 


income earned there. 


ness, and social ties in Texas, held he 
was not a resident of Mexico. This court 
affirms. [Note that taxpayer does not 
qualify for the income exclusions either 
as a bona fide resident for one year, the 
position he urged in the case, or as 
in a 18 
months; the statute requires presence 
abroad for 510 full days during the 18 
months.—Ed.] Moore, CA-5, 5/9/61. 


present foreign country for 


Resident aliens leaving United States 
cannot file joint return. Taxpayers were 
resident aliens for a number of years 
prior to October 24, 1956. They were 
cash basis taxpayers on a calendar year 
basis. On October 24, 1956, taxpayers re- 
turned to Switzerland and the Commis- 
sioner terminated their taxable period 
under Section 6851(a)(1). Taxpayers 
sought to file a joint return for the year 
1956. The Commissioner contended that 
they were not eligible to file such a 
return they were non-resident 
aliens for part of the year. The court 
agrees with the Commissioner, finding 
that notwithstanding the termination of 


since 





the taxable period by the Commissioner, 
taxpayers were still effectively on a 
calendar year basis and that they were 
nonresident aliens for part of their tax- 
able year and ineligible to file joint re- 
turns for 1956. Klaas, 36 TC No. 24. 


Foreign tax accrual by cash basis tax- 
payer is credit in U. S. tax year within 
which foreign tax year ends. Under 


Section 901 a cash basis taxpayer elected | 


to take credit for taxes imposed by 
Hong Kong for the year in which they 
accrued. In 1$50 the IRS held that this 
foreign tax qualified for the credit; but 
since the Hong Kong taxable year ended 
on March $1, a proration was necessary. 
The IRS now rules that proration is in- 
correct. The credit may 
taken against the tax for the taxpayer's 
U. S. taxable year within which the 
Hong King taxable year ends. Rev. Rul. 
61-93. 


allowable be 


Foreign limited partner has permanent 
establishment at partnership office. A 


California limited partnership had sev- | 


eral Canadian corporations, taxpayers 
here, as limited partners. The court 
holds that each limited partner has a 
permanent establishment at the prin- 
cipal office of the partnership in Cali- 
fornia. Although a limited partner has 
no voice in management, its interest in 
the assets of the partnership is equiva- 
lent to a permanent establishment. Ac- 
cordingly, the reduced rate provided by 
the U. S.-Canadian treaty is not ap- 
plicable. Donroy, Litd., DC Calif., 5 
3/61. 


Crew member’s income for service on 
foreign vessel is not exempt. An Amer- 
ican citizen was a crew member on a 
Liberian ship which was outside the 
United States for at least 510 full days 
of 18 consecutive months during 1954- 
1955. Taxpayer claimed that this in- 
come was exempt from tax under Sec- 
tion 911 which excludes foreign income 
earned while an individual is present 
in a foreign country for the above 
period. Taxpayer did not file his 1954 
income tax return until 1956. The court 
holds that the income is not exempt 
since taxpayer was not physically present 
in a foreign country as is required by 
Section 911; serving on a foreign vessel 
is not equivalent to presence in a for- 
eign country. The failure to file a timely 
1954 tax return was not due to reason- 
able cause and a penalty is imposed. 
Bebb, 36 TC No. 16. 
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Trust distribution to pay 
gift tax attacked as income 
\N INTERESTING question, which we have 
| kicked around in this column has finally 
come to court in Amy L. Powell (Tax 
Court Docket No. 90.771). The question 
involves the tax liability of the grantor 
under Section 677 and Section 61 with 
respect to distributions from a trust to 
pay gift tax incurred upon creation of 
the trust. 
In 1954, 
revocable 


Amy Powell created an ir- 
trust for the benefit of her 
son, transferring in trust one share of 
of a certain 

three weeks later made an 
additional gift of five shares of stock of 
that company to the trust, subject to 
agreement by the trustee to pay or re- 


company. Approxi- 


mately she 


imburse her for payment of all gift taxes 
which might be determined to be due 


by reason of the transfer of the six 


}shares of stock. Again about five weeks 


} interest 


later, she transferred an additional 25 


shares of this same company to the same 
trust. These particular shares, however, 
were subject to a collateral pledge lien 
the 
ecutors of her deceased husband's estate, 


securing a promissory note of ex- 


settlement of certain claims 


the 


issued in 


against deceased husband’s estate. 
\nd again the trustee agreed to pay or 
reimburse petitioner for all gift taxes 
might be due 


by reason of the transfer of petitioner’s 


which determined to be 
interest in the shares of stock. 


S'vilar transfers were made to five 
othe: separate trusts created by the peti- 
tioner for the benefit of members of her 
the 


made subject to the agreement of the 


family. In all cases transfers were 


trustee to pay for or reimburse peti- 


tioner for any gift tax determined to 
be due on the transfers. No reversionary 


as such or other control over 
the trusts was retained by petitioner. 
Subsequently, in 1957, gift tax de- 
ficiencies asserted against petitioner 
[ were paid by the trustee for the year 
1954 with respect to the transfers made 
to the six separate trusts. 


The Commissioner has asserted that 








CPA, &. 





the payments by the trustee of the gift 
tax deficiency constituted distributions 
by the trusts to the petitioner, taxable 
in this case as income to petitioner 
under Section 677 and Section 61 of the 
Code. 
From 


the Tax Court petition it ap- 
pears that petitioner’s argument is to 
the effect that the value of the gift is to 
be determined after reduction for any 
potential gift tax, and that since the gift 
tax burden was shifted by agreement to 
the trustee, payment was made for the 
benefit of the beneficiaries and not the 
of the 
grantor or otherwise for the benefit of 


satisfaction of an_ obigation 
the grantor. 

This issue reminds us of the problems 
raised by one of the JourNAL editors, 
Stanley Herzfeld, letter this 
column published in June, 1960, where 


in a to 
the question of grantor taxation was 
raised in the case of a ten year rever- 
sionary trust under which provision was 
made for payment from trust funds of 
which the 


any capital gains tax for 


grantor would be responsible. 


IRS ponders corrections 
v. method change 


Tue IRS has not been completely satis- 
fied with Section 481 of the 1954 Code, 
relating to changes in accounting 


method. Agents have been reluctant to 
attempt the correction of errors because 
of the provision that changes initiated 
loss of rev- 


by the Service result in the 


enue (represented by understatements 
of income as of the beginning of the 


first year subject to the 1954 Code). 


We understand that this matter has 
been under consideration by the Na- 


tional Office for a number 


the group studying the problem has con- 


of years and 


cluded, in part, that Section 481, be- 
cause it refers specifically to changes in 
accounting “method,” would not re- 


strict the Commissioner if his determina- 
tion involves the correction of an error 
or the modification of an erroneous pro- 
cedure as distinguished from an erron- 
eous method. It seems that a number of 
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District Directors have issued instruc- 
tions to examining Agents predicated 
upon the aforementioned conclusion; 
apparently such instructions presently 
are optional with District Directors. 
While it may appear that distinguish- 
ing between methods, errors, procedures, 
etc. may occasionally involve consider- 
able exercise in semantics, it is obvious 
that various specific items are subject 
to such distinctions. A discussion of how 


a Strict interpretation of the term 
“method” might effect inventory ad- 
justments appeared in last month’s 


JournaL. “IRS drive on improper in- 
ventory practice foreseen; consistency is 
best defense” by Nicholas T. DeLeoleos, 
15 JT AX 22. Other material items which 
fall within the purview of Section 481 
and which would appear to be subject 
to debate as to whether they constitute 
correction of a method or correction of 
an error include accruals of various ex- 
pense items such as interest and various 
Hybrid 
might also come under fire. 

The Committee 
ports for Section 481 refer to 
ing for errors” 


reserves. accounting systems 
Re- 
“ad just- 
and it is likely that the 
IRS will often have a difficult time sus- 
taining a distinction between 


Congressional 


“change 


of method” and “correction of error.” *% 


May avoid Subchapter S trap 


by showing earnings as payable 
IN THE MAy COLUMN we pointed out a 
trap for the unwary under Subchapter 
S during the 
the 


first taxable under 
Briefly the situation was: 


A corporation on an October 31 fiscal 


year 
election. 


year earns $30,000 during that first year 


of its election. In November, immediate- 
the 


distribution of 


ly after close of the fiscal year, a 
$20,000 is made to the 
shareholders, all of whom are calendar 
year, cash basis taxpayers. 

We that the 


would appear under the Regulations to 


indicated shareholders 
be required to report in their individual 
returns for the current calendar year an 
of $50,000 income instead of 
only the $30,000 which was the amount 
earned by the corporation. 


agereg: ate 


This results 
because the distribution did not qualify 
as a tax-free distribution of previously 


taxed income. 
Earle E. Jacobs, Jr. CPA in New 
Haven, Connecticut writes as a_ sug- 


gested solution to this problem, that as a 
matter of general practice with respect 
undis- 


to Subchapter S_ corporations, 


tributed income should be accrued as a 
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liability to shareholders before the cor- 
porate books are closed at the end of a 
fiscal year. If this were done, Mr. Jacobs 
believes any subsequent payment would 
represent discharge of an indebtedness 
rather than a distribution of income, 
and there would, therefore, be no need 
to be concerned about whether the sub- 
sequent distribution qualified as _pre- 
viously taxed income. 

Of course, as we indicated in May, 
the adverse result is really a trap for 
the unwary; that must include, of course, 
those too unwary to make the accrual 

Ww 


Mr. Jacobs suggests. 


“B” reorganization 
simplified 


TAX MEN are so used to dealing with 
the complex statutory provisions that we 
that of these 
concepts are not understood at all by 
the layman. A CPA friend told us this 
story. 


sometimes forget many 


A client of his had built up a sub- 
stantial family business and was now 
contemplating acquisition of another 
corporation in a related field. This was a 
strange new world to our friend’s client. 
When the other party suggested that the 
deal could be worked out as an exchange 
of stock, he was somewhat nonplussed. 
“We're just an operating company,” he 
told the “We any 
stock to exchange. If you would like, we 
can go out and buy any stock that you 
want, General Motors, I.B.M., or any- 
thing else.” ‘ 


seller. don’t have 


Can appointment bring trust 
under grantor trust rules? 


AN ATTORNEY told us of this situation. 
A son created an irrevocable trust for 
the benefit of his father. The trust pro- 
vided that all of the income would be 
distributed currently to the father, and 
also gave the father a limited power to 
appoint the principal of the trust among 
his (the father’s) The 
grantor, being one of those descendants, 
is, of course, a possible appointee of the 
power. 


descendants. 


It would not seem that this fact alone 
would the 
Section 


cause trust to be a 
676, 


trusts in which the grantor or a non- 


grantor 
trust under relating to 
adverse party has power to revest the 
principal in the grantor. Here, the 
father has an adverse interest. That is, 
if the father exercises the power in favor 
of the grantor or one of his other de- 
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scendants, he would lose his right to the 
income. 

But suppose the father exercises the 
power in his will by creating a new trust 
in which the trustee has discretion either 
to distribute income to his son, the 
original grantor, or to accumulate the 
income. The original grantor is now the 
income beneficiary. Does this fact cause 
the trust to be treated as a grantor trust 
so that the son is taxable on all of the 
trust income whether or not it is dis- 
tributed? 

Property concepts which have de- 
veloped through centuries generally con- 
sider that the donee of a power of ap- 
pointment is something like the agent of 
the donor of the power in carrying out 
the disposition of the property subject 
to the power. In line with that concept, 
the trust created by the father would 
be a continuation of the original trust 
the son, at least for the 
purpose of determining the 
allowable period under the rule against 
perpetuities. Would it also be true under 
the grantor trust rules so that the son 
would be considered the grantor of this 
new trust of which he is a beneficiary? 
We have found no authority on this 
question. What do you think? w 


created by 


limited 


No dividend credit 
for “boot” dividend 


In A Tax Note by your editor Kanter 
in the American Bar Association Jour- 
December 1959, that 
letter ruling had been issued by IRS in 
the matter of U. S. v. E. I. du Pont de 
Nemours & Co. to the effect that “boot” 
distributions in a reorganization which 


nal, he wrote a 


are treated as dividends under Section 
356(a)(2) are not eligible for the 85% 
inter-corporate dividend received deduc- 
tion provided under Section 243. The 
theory of the Service was based on Reg- 
1.243.1 makes 
reference only to distributions defined 


ulations Section which 
as dividends under Regulations Section 
1.310-1 and 1.316-1. 

Now we find this position reflected 
in another letter ruling issued by the 
Service and being challenged in the 
Court of Claims by Milton Roy Com- 
pany. 

That case arises out of the following 
facts: and 
Zenith Engineering Corporation were 
to be merged into the Fostoria Pressed 
Steel Corporation. Prior to the merger 
date, by separate agreement, Milton Roy 
Company, which owned all of the out- 


Chempump Corporation 





standing dividend preference stock of 
Chempump, approximately two-fifths of 
the Class A non-voting stock of that 
company and 20% of the voting com. 
mon stock of that company, entered 
into an agreement with Fostoria where. 
by Milton Roy would sell to Fostoria 
a portion of the Class A and common 
shares of Chempump held by Milton 
Roy. The sales transaction was com- 
pleted simultaneously with the merger, 





and Milton Roy Company delivered) 


all of its Chempump stock for cash and 
shares of Fostoria Corporation. 
Milton Roy Company received a rul- 


ing to the effect that the transaction| 


qualified as a merger under Section 368 
(a(1)(A), and that the cash was a “boot” 
distribution to be received in connec. 
tion with the merger and to be reported 
as a dividend to the extent of the gain 
on the transaction but not to exceed the 
cash received. The ruling further held, 
however, that the Section 243 dividend- 





received deduction would not be ap] 


plicable to the “boot” dividend. Milton 
Roy Company subsequently claimed that] 


deduction, which was disallowed by they 


examining agent on the basis of the rul- 
ing, paid the additional deficiency and| 
is now claiming a refund in the Court of 
Claims. 

The Service position will undoubtedly 
be a surprise to many and makes the 
“boot” dividend a serious trap. We will| 
await eagerly the outcome of this case. tt 


IRS national office permits 
accelerated depreciation 

on lease-purchase 

ALAN PRIGAL pointed out in the June} 
issue of the JourNAL that the provision 
in Regulations Section 1.167(c)-1(c) re- 
quiring that the accelerated deprecia- 
tion methods be selected as the basis for 


| 


the depreciation deduction in the tax | 


return in which depreciation on the 
property is first claimed, might be inter- 
preted to prevent electing accelerated 
depreciation in the case where payments 
under a lease are held on audit exam- 
ination to be payment of purchase price, 
not rent. 

One of the speakers at the University 
of Chicago Seminar on “Tax Planning 
for Corporate Executives” held in Chi- 
cago on May 19, 1961, pointed out that 
he had recently obtained advice from 
the National Office of IRS that where 
a lease was not to be recognized 4s 
such 





but was on audit examination tof 


be treated as a purchase of the property, 


- 
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the taxpayer might nonetheless elect the 
accelerated depreciation methods. w 


Mortgage in excess of basis 

on contributions to capital 
ANOTHER TEASER from the University of 
Chicago Tax Conference: 

Section 357 provides for the realiza- 
tion of income in a transfer to a con- 
trolled corporation under Section 351 
where the property transferred is sub- 
ject to a mortgage in excess of basis. 
By its terms, Section 351 is limited solely 
to a transaction in which stock or se- 
curities in the corporation are issued in 
exchange for the transfer of property. 
If the shareholders transfer the prop- 
erty to the corporation as a contribu- 
tion to its capital and surplus without 
the issuance of any stock or securities, 
is Section 357 thereby avoided? % 


Commissioner refuses to use 
gift tax valuation table 

In Aprit we called attention to a Tax 
Court petition (Lisle, Docket No. 88068) 
in which the taxpayer, who had retained 
a life estate in certain real estate and 
made a gift of the remainder interest, 
contended that 
value of the gift should be based on the 


computation of the 


amount of net income actually received 
from the property rather than the 3.5% 
assumed rate in the Treasury tables. 

Now we find the shoe on the other 
foot, with the Commissioner wanting to 
look to the actual facts to compute the 
value of a gift in Stillman (Docket No. 
90320). 

In Stillman the Commissioner has re- 
fused to recognize the use by the tax- 
payer of the appropriate gift tax tables, 
specifically, in this instance, Table 38 
ef the United States life table and 
actuarial tables, 1939-41, and the as- 
sumed interest rate of 3.5% per year 
compounded annually as provided by 
Section 2512 of the Code and the ap- 
plicable gift tax regulations. 

The petitioner transferred to an ir- 
revocable trust the sum of $1,000 plus 
all of his interest in a trust established 
under his grandfather’s will. The in- 
terest of petitioner under this trust was 
with respect to the principal but was 
contingent upon surviving his sister and 
her dying without surviving descendants. 
At the date of gift, petitioner’s sister 
was 51 years old and petitioner was 49 
years old. The principal of the trust at 
the date of gift had a fair market value 


in excess of $3,700,000. Petitioner valued 
the gift based on a factor of .31480, com- 
puted in accordance with the table. 

The Commissioner challenged this use 
of the table for computation of the 
value of the contingent remainder, ap- 
parently on the ground that, because of 
the physical condition of the life bene- 
ficiary at the time of the gift, a different 
computation is appropriate. The Com- 
missioner considers that the life bene- 
ficiary at the date of gift had a life ex- 
pectancy not in excess of one year, 
though the petitioner asserts that the 
life beneficiary did not appear to be 
ill at the time of the gift and was lead- 
ing an active life and at the very least 
that he believed the life beneficiary to 
be well. The Commissioner, on the other 
hand, appears to be virtually saying that 
the gift was made in contemplation of 
death, but in this case another’s death, 
a rather interesting twist. 

Here we find the Commissioner on 
the other side from the Lisle case, argu- 
ing that the value of the contingent re- 
mainder was substantially greater than 
that urged by the petitioner and re- 
sorting to the actual facts as a basis for 
proper computation and for avoiding 
use of the appropriate table; whereas in 
the Lisle case the opposite was true, 
since there the taxpayer was attempting 
to avoid the use of the gift valuation 
table and resort to the actual facts to 
make a computation that would reduce 
the value of the gift. 

These are unusual challenges, as we 
pointed out in April, illustrating that 
the Government and the taxpayer will 
each argue opposite sides, as best suits 
their interests, depending on the par- 
ticular facts, and thus perhaps justifying 
the use of a fixed table to avoid constant 
controversy. w 


Are premium payments 
in contemplation of death? 


SINCE ELIMINATION of the premium pay- 
ment test under the 1954 Code, it has 
been common to find gifts of life insur- 
ance made to wives or children with the 
object of removing the proceeds from 
the gross taxable estate of the insured. 
The insured will usually continue to 
pay the premiums directly or will make 
gifts of cash to the individual to whom 
the policy was transferred for payment 
of the premiums. These amounts will 
qualify for the annual gift tax exclusion 
and normally will not be sufficiently 
large to result in any gift tax. 


Shop talk + 127 


One of our readers has raised an in- 
teresting question growing out of this 
type of plan: “Can the premium 
amounts paid by an insured in the three 
years immediately preceding his death 
on a policy on his life transferred by 
him earlier at a time when no thought 
of death existed in his mind, but for 
the purpose of removing the proceeds 
from his estate as part of an overall 
gift-estate planning program, be serious- 
ly challenged as having been made in 
contemplation of death?” Our reader in- 
dicates that to his mind where the pro- 
gram at its inception is not subject to 
the contemplation of death challenge 
and premium payments continue to be 
made as part of that program there 
should be no serious challenge made 
with respect to the last payments which 
happen to have been made within three 
years of the death of the insured. 

While we don’t necessarily agree with 
his implied premise that an overall gift 
program is invulnerable to a contempla- 
tion of death challenge, we would like 
to raise a more serious problem we think 
is involved. 

Assume that it is determined, con- 
trary to our reader’s view, that premium 
payments for the last three years were 
made in contemplation of death, is the 
result only the inclusion of the amount 
of the last three year’s premiums in the 
estate of the insured (though in some 
circumstances this could be sufficiently 
large to be important)? We are con- 
cerned whether the inclusion of any 
insured’s 
estate as having been made in contem- 


premium payments in the 
plation of death might also mean that a 
proportionate part of the insurance pro- 
ceeds themselves are to be included 
in the insured’s estate. Or could the 
Service even take the extreme position 
that the entire proceeds are includible 
on the theory that the payments made 
in contemplation of death were essential 


A 


to keep the insurance in force? w 


RE board sues for exemption 
despite listing service 

Tue IRS position in Rev. Rul. 59-234 
is now being challenged in the Court of 
Claims by the Evanston-North Shore 
(I1l.) Board of Realtors, who seek the re- 
fund of $3,835.65 in 1959 income taxes. 
The question being presented is whether 
a multiple listing service should deprive 
a real estate board of its tax exempt 
status. The decision will affect about 
half of the nation’s 1350 realty boards. 
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ACCOUNTING—BOOKS 

Oehler C, Lawyers Accounting Hand- 
book, Matthew or & Co., (New 
York) 1 vol., $15 

Peel Jr., Fred Ww, Consolidated Tax Re- 


turns, Callaghan & Co. (Chicago, 
1959) $20. 

Wriggins J C & G B Gordon, Repairs 
vs. Capital Expenditures, Ronald 


Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’s arguments and court’s find- 
ings 

ACCOUNTING—ARTICLES 

Administration’s ‘secret’ tax credit 
stirs protests, 14JTAX299, May6l. 

Appreciated property, some uses of, 
bring realization of gain and tax, 
143TAX77, Feb61. 

CLE’s books on taxes are best sellers, 
14JTAX207, Apré61. 

Estimated expense deductions, Mil- 
waukee & Suburban decision may lead 
to new concept of, Thomas J. Don- 
nelly, Jr., 14TAX204, Apr61. 

Inventory contributions, valuing at mar- 


ket for tax benefit opposed by 
Kefauver, 14JTAX78, Feb61. 

IRS drive on improper inventory prac- 
tice foreseen; consistency best de- 
fense, Nicholas T. DeLeoleos, 15JTAX 


22, July61. 


IRS rule on ratable accrual of double 
local tax protested, 14JTAX295, May 
61. 


Kennedy’s proposed credit for new plant 
raises storm in Congress, 14JTAX834, 
June61. 

Liro Regs. please accountants, 
value, 14JTAX163, Mar61 

Loan has real business purpose, Knetsch 


dollar- 


means interest is allowable only if, 
I. Jerome O’Connor, 14JTAX160, 
Mar61. 


Mills proposes new tests for carrying 
losses through changes of ownership, 
Lawrence J. Lee, 14JTAX296, May61. 

Overhead expenses, many can be cut 
from inventory for tax purposes, Al- 
bert J. Bows, 14JTAX164, Mar61. 

Prepaid income, Streight and Schlude 
fail to follow Bressner analysis of, 
John M. Sullivan, 14JTAX2, Jan.61. 

Serious tax trap exists in recovery of 
wrongfully withheld profits, Mitchel 
J. Ezer, 14JTAX328, June61. 

Small loan companies ask new handling 
of precomputation and PHC exemp- 
tion, L. J. Styskal & J. E. Newton, 
14J TAX300, Mayé6l. 

Though tax-saving is only motive, in- 
terest is deductible, IRS concedes, 
John M. Doukas, 14JTAX292, May61. 

When a lease is held to be a purchase, 
can you then elect fast depreciation? 
Alan Prigal, 14JTAX832, June61. 


COMPENSATION—BOOKS 

Gordon G B, Profit Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 


Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


COMPENSATION—ARTICLES 

Berckmans opens attractive vistas for 
compensating underwriters, Richard 
M. Meyer, 15JTAX19, July61. 

Contribute property to your employees’ 
trust? It has great tax advantage, by 
Harold W. Chatterton, 14JTAX322, 
June61. 

Pension and profit plans, strict rules 
limit investments of qualified, Isidore 
Goodman, 14JTAX153, Mar61. 

Planners find trusts for executives’ 
death benefit save estate taxes, 14 
JTAX326, June6l. 

What treatment for non-employee stock 
options? Underwriters’ position diffi- 
cult, Arthur Fleischer, Jr., & Richard 
M. Meyer, 14JTAX274, May61. 


CORPORATIONS—ARTICLES 

Accumulated earnings cases, Tax Court 
may be confused on burden of proof 
in, John E. Scheifly, 14JTAX141, 
Mar61. 

Acquisitions and qualified plans; studies 
on corporate take-overs, William T. 
Harrison, 15JTAX36, July61. 

Boot makes B reorganization impossible 
says CA-9; Turnbow conflicts with 
CA-7. Burton W. Kanter. 14JTAX222, 
Apr61. 

Commissioner attacks section 337 liqui- 
dations, 14JTAX352, June61. 

Compensation or dividend? How the IRS 
is currently handling salaries and 
fringe benefits of stockholder-execu- 


tives (nine reports), 14JTAX194, 
Apré1. 

Compensation: Don’t forget that past 
services can justify a high salary 
now, Warren C. Seieroe, 14JTAX195, 
Apré61. 


Compennaieh Home entertainment and 
other fringes the IRS is very strict 


about, Andrew Kopperud, 14JTAX 
199, Apr61. 
Compensation: IRS and taxpayers both 


find it hard to get evidence of com- 
parable salaries, Harold H. Hart, 14 
JTAX197, Apr61. 

Compensation: IRS compromising salary 
eases by threat of pension contribu- 
tion disallowance, Lester M. Ponder, 
14JTAX197, Apré61. 

Compensation: Some IRS districts are 
very active in contesting salary, T&E, 
and surplus, Joseph E. Tansill, 14 
JTAX201, Apr61. 

Compensation. Taxpayer’s best policy 
is to fight an unreasonable salary dis- 
allowance, Louis L. Meldman, 14 
JTAX198, Apr61. 

Compensation: Valuing noncash fringes: 


eare and ingenuity reward the tax- 
payer, Thomas J. Donnelly, Jr., 14 
JTAX202, Apr61. 

Compensation: What is disallowed sal- 


ary—dividend, gift, or simply non- 
deductible expense? Richard D. Hob- 
bet & J. Bruce Donaldson, 14JTAX 
196, Apr61. 

Compensation: When T&E is disallowed 
to the corporation, what happens then 
to the employee? Everett C. Johnson, 
14JTAX200, Apré61. 

Despite 306, preferred stock is still very 
useful in corporate tax planning, P. 
F. Schwaighart, Jr., 14JTAX348, 
June 61. 

Evasion, proposed 269 Regulations list 
transactions indicating, 14JTAX227, 
Apré61. 

Family and estate attribution made in 
first 1954-Code dividend equivalence 

Norman Sinrich, 14JTAX136, 


Liquidations, Tax Court in LaCrescenta 
takes a sensible approach to 337, 
Michael L. Weissman, 14JTAX138, 
Mar61. 

Loss carryovers, proposed 382 Regula- 
tions take some doubtful positions on, 
Paul A. Teschner, 14JTAX130, Mar61. 

Multiple corporations face disaster un- 
less they have business purpose, Sher- 
win P. Simmons, 15 JTAX 32, July 
61. 

Solely-for-voting-stock test clouds prac- 
tical mergers by C_ reorganizations 
Thomas J. Henry, 14JTAX266, May61. 

Tax Court says loans to stockholder do 
not give rise to taxable income, James 
T. Wilkes, Jr., 14JTAX351, June61. 


ESTATES, TRUSTS & GIFTS—BOOKS 


Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Herr opens way to exclusion for minor’s 
income interest in short-term trust, 
Edward N. Polisher & Bennett L. 
Aaron, 15JTAX41, July61. 

Kennedy L W, Federal Income Tazation 
of Truste and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 


prehensive. 

Lasser Institute J K, How to Save 
Estate and Gift Taxes, American 
Research Council, Inc., $5.95. 

Lasser Institute J K, 58 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $65. 

Lasser ‘Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co. .. (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift T'axes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Tazation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co. 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusta. 
Prentice-Hall, (Englewood Cliffs 
1956) 2038pp, $7.50. Exposition of 
Code; examples. 

“Remainder to charity’ will may lose 
tax exemption if mutual funds used, 
15JTAX43, July 61. 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 


ESTATES, TRUSTS G GIFTS—ARTICLES 
An attractive trust proposal: the short- 


term accumulation for a_ spouse, 
Maurice S. Spanbock, 14JTAX266, 
Mayé61. 

Cross-purchase plan, advantages of, 


over redemption in certain situations, 
Addis E. Hull Ill, 144TAX84, Feb61. 
First case on multiple trusts suggests 
that Code revision may not be needed, 
H. Peter Somers, 14JTAX363, June61. 
Income in respect of a decedent arising 
from property, ruling 60-227 clarifies, 
William P. Sutter, 14JTAX214, Apr 


Minor’s rights, Tax Court’s Briggs 
comment on, raises support trust 
problems, Charles A. Lippitz, 14JTAX 
90, Feb61 

More on Briggs, implications for taxa- 
tion of support trusts, 14JTAX364, 
June61. 

PLI’s estate tax manual new edition is 
out, 14JTAX178, Mar61. 

. S. possessions, estate and gift tax 


statutes modified for, 14JTAX178, 
Mar61. 
Wills drafted for administrative flexi- 


bility bring income tax savings, Wil- 
liam K. Stevens, 14JTAX172, Mar61. 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50. 
Current tax situation: the Code and 
Regulations and how they are ap- 
plied 

EXEMPT ORGANIZATIONS—ARTICLES 

Annuities offer unique tax advantages 
to employees of exempt institutions, 
Henry P. Green, 14JTAX247, Apr61. 

Riding club, exemption of, on Tax Court 


Docket, 14JTAX121, Feb61. 

Social clubs, ruling threatens loss of 
exemption to, when non-members use 
facilities, Peter Elder, 14JTAX120, 
Feb61. 

FARMERS—BOOKS 


Halstead H M, Federal Income Tazation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FOREIGN—BOOKS 


Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In- 
ternational Program in Taxation, 
Harvard University, (Cambridge), 


$7.50. 

Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

International Tax —s Vol. Mon 
Columbia University Press, (N 
York, 1958) 384pp, $2.50, Classified 

Tax Factors in Basing International 
Business Abroad, International Pro- 


gram in Taxation, Harvard Univer- 
sity (Cambridge), $5.00 


FOREIGN—ARTICLES 


Australia withholds tax on nonresidents’ 
dividends, 14JTAX185, Maré61. 

Canada and U. S. both raise withhold- 
ing on dividends, 14JTAX1894, Mar61, 

Citizens abroad, new guide is published, 
143 TAX185, Maré61. 

Cuban assets seized, when is loss de- 
ductible? 14JTAX184, Mar61. 

Malta offers tax holiday to new firms, 
14JTAX185, Mar61. 

MAPI study sees Congress and Treasury 
tightening up on foreign-source in 
come, 14.JTAX252, Apr6l. 

Salary exempted from U. S. tax, Tax 
Court allows credit though sole for- 
eign income was, Henry H. Steiner, 
14JTAX183, Mar61. 

Swedish corporate taxes explained in 
pamphlet, 14JTAX185, Maré61. 

Title-passage method outside U. S. as 
means of tax saving approved in two 
new decisions, Paul D. Seghers, 14 
JTAX95, Feb61. 

Treasury report on foreign tax incen- 
tives and havens awaited, 14JTAX 
254, Apré61. 

U. S. employees of foreign governments 
covered by OASI, 14JTAX184, Mar61. 

Why license ? Sale can bring capital 
gain on foreign use of patents, know- 
how, Andrew W. Brainerd, 14JTAX 
288, May61. 


FRAUD—BOOKS 


Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 

Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally ?——— in The 
Journal of “Practi 
Guide No. 3.” 


FRAUD—ARTICLES 


ABA rejects voluntary disclosure pro- 
posal, 14JTAX221, Apré61. 
Banks ordinarily cooperate with IRS in 
tax examinations of customers, Leon 
ard Bailin, 14JTAX220, Apré6l. 
Destruction of returns does not de 
stroy Government’s net-worth fraud 
case, 15JTAX59, July61. 
What separates the merely unallowable 
deduction from the fraudulent? Bur- 





ton L. Williams, 14JTAX360, June6l1. 
INSURANCE—ARTICLES 
Regulations, new, on insurance com- 


panies take doubtful positions, Stan- 
ley C. Simon, 14JTAX114, Feb61. 


INVENTORY—BOOKS 


Butters J K, Effects of Tazation; In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


OIL, GAS AND MINERALS— BOOKS 
Breeding & Burton, Taxation of Oil and 
Gas Income, Prentice-Hall, (Engle 
wood Cliffs). 
Fiske, L E, Federal Taxation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac 
ticing Law Institute, (New York, Re 
vised to October 1958) 108pp, $2.00. 

Willis, Handbook of Partnership Taza 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation 


PARTNERSHIPS—ARTICLES 


Grantor of partnership. interest to 
Clifford trusts taxable, Stanley W. 
Herzfeld, 15JTAX50, July61. 

Partnership tax planning awaits clari- 
fying changes to Subchapter K, Her 
bert B. Story, 14JTAX341, June6l. 

Tax traps in investment clubs can be 
avoided with care, 15JTAX51, July6l. 

Treatment of receivables clouded by 
proposed legislation; case law over 
looked, 14JTAX307, May61. 


PAYROLL—ARTICLES 


Real esiate limited partnerships, new 
Regulations provide workable rule, 
Sidney I. Roberts & Herbert H. Ab 
pert, 14JTAX230, Apr61. 

Social Security rolls in 1960, 15JTA 
55, July61. 
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